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Depository Institutions and Lending 
Industry Developments— 1999/2000
Keeping in Tune With the Realities of the 
Business Environment
What is the purpose of this Alert?
This Alert helps you expand your knowledge and understanding 
o f the business environment your clients operate in. This Alert 
helps you provide top-quality audit services to your clients in the 
bank, credit union, and savings institutions industry, and helps 
you provide relevant information to those clients, thus adding 
value to the business decision-making process. The information 
in this Alert bolsters your audit planning efforts in considering 
industry matters. Moreover, this Alert helps you analyze and in­
terpret relevant information and converging information.
If you understand what is happening in the bank, credit union, and 
savings institutions industry, and you can interpret and add value to 
that information, you will be able to offer valuable service and ad­
vice to your clients. This Alert assists you in making solid and rapid 
strides in gaining that industry information and understanding it.
It is best to read this Alert in conjunction with A udit Risk 
Alert— 1999/2000 (Product No. 022250kk). To order, call the 
AICPA Order Department at 888-777-7077.
Industry and Economic Developments
What are the current and emerging economic and industry trends?
A Robust, but Slowing, U.S. Economy
The U.S. economy remains strong. Although the current economic 
growth is not as vigorous as it was in the 1980s, the length of the 
economic expansion is the longest since the end of World War II. 
Most o f the standard indicators o f health for the U.S. economy
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point to excellent macroeconomic conditions. Despite this robust 
economic activity, inflation is the lowest in a generation. At the 
same time, unemployment is very low and U.S. workers have 
posted strong gains in productivity. In spite o f this activity, how­
ever, the booming U.S. economy has been exhibiting signs of slow­
ing recently, as consumers began moderating their spending.
Consumer Spending, Business Investment Keys to Strong 
Economic Growth
Much of the current growth in the U.S. economy can be attributed 
to the deregulation and tax cutting that occurred in prior years. 
Furthermore, consumer spending and business investment have 
been the keys to the nations economic strength. Also, the U.S. 
economy increasingly relies on exports to fuel its overall growth.
Consumer Spending High, Savings Rate Low. The underlying 
factors that drive consumer spending are strong. Low unem­
ployment and rising real incomes have boosted consumer confi­
dence resulting in increased purchases o f goods, including new 
homes and automobiles. Although real disposable personal in­
come is growing, the personal savings rate is the lowest since 
the Great Depression. The decline in personal savings has 
prompted much discussion of its causes and potential implica­
tions for the economy and for consumer credit quality.
Business Investment. Growth in business investment spending, 
which typically peaks in the early years o f an economic expansion, 
has actually accelerated during the current expansion. A number 
of factors appear to be responsible for this investment boom, in­
cluding investment in new technology and the low cost of capital.
Problems and Risks Lurking Behind the Rosy Economic Picture
M any economists believe positive conditions will continue 
through the year 2000 A .D ., giving us yet another year o f 
economic expansion. Nevertheless, significant problems exist 
in the U.S. economy, despite its apparent strength. These prob­
lems include exorbitant consumer debt, a vulnerability to for­
eign financial crises, an overvalued stock market, a negative 
savings rate, and most importantly, the growing trade deficit.
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Record-Setting Trade Deficit H arm ful to Economy. The strong 
economy and the flood of imports into the country have created 
a record-setting U.S. trade deficit (the measure of all goods, ser­
vices, and money flowing into and out o f the nation). This 
trade deficit reflects the big difference between the powerhouse 
U .S. economy and the sagging economies o f many foreign 
countries. Foreign companies and investors target the healthy 
U.S. economy with their products and with their investment 
dollars. Often, foreign countries devalue their currencies and 
dump their products into the U.S. market at cheap prices. The 
U .S. has become a nation o f people who consume more than 
they produce. The flood o f imports into the nation has con­
tributed to the dramatic decline in the country’s industrial 
plant, manufacturing base, steel industry, textile industry, elec­
tronics industry, and other sectors o f the economy.
The vast deterioration that has occurred in numerous U.S. indus­
tries may very well be a harbinger of deeper economic problems 
to come. Moreover, the huge trade deficit is a major problem 
that, when combined with a falling stock market or a falling dol­
lar, could cause an economic crisis in the United States.
Industry Performance Shines, but Credit Concerns Exist
Trends in bank, thrift, and credit union lines o f business align 
closely with those of the economy. Most institutions are pros­
pering during these economic boom times, as shown by the in­
dustry’s continuing earnings growth, strong capital levels, and 
improving or stable loan performance across most major loan 
categories. Strong loan demand, prosperous security markets, 
and healthy fee-related businesses have helped many institu­
tions exceed expectations for their financial performance.
Coexisting with the prosperous earnings picture, rising interest 
rates have caused loan refinancings to all but dry up, compared 
with the record-setting levels o f the previous year, and a number 
o f institutions are beginning to slash jobs as part o f restructur­
ing efforts in anticipation o f a slowing economy.
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Although financial institutions’ performance and credit condi­
tions appear strong, there are indications o f declining credit 
quality and indications of concern in the major lending lines o f 
business. Read the “Credit Risk Watch” section of this Alert for 
a discussion o f possible risks and other issues.
Consumer and Mortgage Lending
Higher personal incomes, strong consumer confidence, low in­
terest rates, and low unemployment have contributed to high 
levels o f home purchases and consumer spending, which have 
fueled solid growth in consumer lending.
Although overall outstanding consumer debt is enormous by his­
torical measures, many consumers are paying off their credit card 
balances and working diligently to reduce their debt loads. In fact, 
credit card charge-offs have fallen for sixteen months in a row.
Nevertheless, the huge levels o f consumer debt raise questions about 
how lenders will fare under less favorable economic circumstances.
In addition, mortgage rates have been climbing recently due to 
a poor bond market, bringing to an end the mortgage refinanc­
ing wave. Interest rates on other forms o f consumer credit, such 
as credit cards and automobile loans, have been rising as well. 
These recently rising rates may cause a slowdown in the mort­
gage lending sector and other consumer lending activities.
Commercial Lending
Commercial loan (including syndicated loan) demand and per­
formance remain strong. Sharply higher interest rate spreads on 
corporate bonds and commercial paper led many companies to 
tap cheaper funding sources, including existing unused credit 
and commercial paper lines held by commercial banks. This fac­
tor coupled with continued strength in the corporate sector have 
contributed to the fast-paced growth in commercial lending.
Although commercial loan loss rates are low, financial strains 
are becoming apparent among certain U.S. business sectors.
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Real Estate and Construction Lending
Construction activity and real estate markets remain robust in 
most parts o f the country, contributing to positive growth in 
real estate and construction lending. Builders in most areas con­
tinue to complain o f substantial labor and construction mater­
ial shortages. The shortages have created rising construction 
costs, but builders remain optimistic about the future.
Although market fundamentals are strong throughout most 
major U.S. markets, some metropolitan areas appear to be vul­
nerable to an oversupply o f commercial space.
Agricultural Lending
There is little optimism about farm incomes across the country, 
as commodity prices remain low. As a result, agricultural credit 
markets are somewhat distressed. Profits at financial institutions 
that primarily lend to farmers and ranchers are declining and the 
quality of their loan portfolios are weakening, as their customers 
fall behind on loan payments and postpone plans to borrow. If 
weak exports of farm products and low commodity prices con­
tinue, the condition o f farmers could deteriorate significantly, 
increasing financial stress at farm banks and credit unions.
Executive Summary— Industry and Economic Performance
•  Although strong, the booming U.S. economy has been exhibiting 
signs of slowing recently.
• The trade deficit is a major problem that, when combined with a 
falling stock market or a falling dollar, could cause an economic crisis.
• Financial institutions’ earnings growth, capital levels, and loan 
performance are very strong; however, credit concerns exist.
• Consumers and businesses have accumulated vast amounts of 
debt. If economic conditions deteriorate, financial institutions 
may face delinquencies and defaults on their loan assets.
• Profits at financial institutions that primarily lend to farmers and 
ranchers are declining and the quality of their loan portfolios are 
weakening, as agricultural markets and businesses are depressed.
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The Financial Services World Continues to Change Dramatically
The industry continues its phase o f consolidations and mergers, 
although at a slower pace than the previous year. The financial 
services industry is changing rapidly and fundamentally. Com­
mercial hanks, credit unions, investment banks, thrifts, mort­
gage servicers, brokerages, insurance companies, mutual funds, 
credit card issuers, and finance companies are involved in 
sweeping mergers and acquisitions across the country and 
worldwide. Institutions at all levels of the industry are merging.
In addition to the consolidations taking place, the different sectors 
within the financial services industry are converging. For example, 
many nonhank entities are applying for and obtaining thrift char­
ters. Obtaining a thrift charter is an easy way to enter the financial 
services industry, insofar as any company can own a thrift and 
thrifts can engage in most activities that hanks perform.
The hanking industry, brokerage industry, insurance industry, 
and other financial sectors are losing their distinctions from one 
another, leaving one industry—financial services.
Without a doubt, important questions about financial regulations 
have arisen in this current environment. Congress and the various 
regulatory authorities have been forced to rethink how financial 
institutions are to be regulated and allowed to operate. Many be­
lieve that financial modernization legislation is needed to address 
the fundamental transformation occurring in the industry.
Congress Labors to Overhaul Financial System
The U.S. Senate and House of Representatives have crafted a 
compromise version o f financial reform legislation needed to 
modernize the nations financial system. This legislation would 
eliminate many o f the barriers that separate financial institu­
tions, brokerage firms, and insurance companies. If  this legisla­
tion is eventually signed into law, many people in the industry 
believe that a new wave of mergers within the financial services 
world would occur, and financial institutions, brokers, and in­
surance companies would greatly expand their businesses.
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Efforts at modernizing the country’s financial framework have 
been under way for many years, and normally end without ac­
tion. The current legislation faces many obstacles, including a 
possible veto. Nevertheless, this legislation, if  adopted, would 
be a tremendously important event for the industry. As such, 
you may want to keep abreast o f the status o f this legislation 
and familiarize yourself with its many provisions.
Merged Institutions Face Many Challenges
Institutions engaged in consolidation and convergence face sig­
nificant challenges. They include the following:
•  The combining institutions will integrate their systems, 
possibly with much difficulty. The institutions normally 
maintain different computer systems and normally pos­
sess many independent internal applications. They will 
have to integrate such important operations as lending, 
capital markets, treasury, risk management, credit risk, 
and trading. The combining entities will incur substan­
tial costs to integrate operations, and they will normally 
take years to complete the integration. If system integra­
tion is mishandled, combining institutions may not fully 
know their financial position and operating results.
•  Customers may leave financial institutions that merge. 
These customers may not receive the same personal service 
that they received before the merger. For instance, they 
may be forced to call automated phone centers instead of 
real people or may be charged higher fees for services. 
Small business customers may be neglected by the larger, 
combined institution as well. Keeping these disenchanted 
customers will be a serious issue for combining entities.
•  The merged entities may not achieve the revenue growth 
they expected. They may not be able to easily cross-sell 
products or aggressively market a national brand name.
•  The combined entity may suffer internal control weak­
nesses. Through cost cutting and layoffs, the institution 
may strip away important control-related positions and
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functions or encounter control problems caused by dis­
gruntled employees.
•  The entity will be integrating two different company cul­
tures, the success o f which will substantially influence the 
success o f the new institution.
• Management o f the newly merged entity may not realize 
the cost savings they expected. In fact, management may 
incur unexpected merger-related expenses. In addition, 
management's failure to cut costs and meet market expec­
tations could cause the institutions stock price to tumble.
Executive Summary— The Financial Services World Continues to 
Change Dramatically
•  The industry continues its phase of consolidations and mergers, al­
though at a slower pace than during the previous year.
• The banking industry, brokerage industry, insurance industry, and 
other financial sectors are losing their distinctions from one an­
other, leaving one industry—financial services.
• Institutions involved in business combinations will face many 
challenges, including integration of systems, internal control diffi­
culties, and disgruntled customers.
• Congress has crafted a compromise version of financial reform leg­
islation; however, this legislation faces many obstacles.
Profusion of Mergers and Acquisitions Raises Auditing Concerns
Accounting for Mergers and Acquisitions
A business combination, according to Accounting Principles 
Board (APB) Opinion No. 16, Business Combinations (FASB, 
Current Text, vol. 1, sec. B50), occurs when a corporation and 
one or more incorporated or unincorporated businesses are 
brought together into one accounting entity. The single entity 
that results carries on the activities o f the previously separate in­
dependent enterprises. The auditing and accounting issues that 
arise out o f corporate consolidations are numerous and varied. 
Auditors should evaluate the accounting for merger-related 
transactions. Significant financial statement misstatements can
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result i f  management o f the combined institution improperly 
values assets or mishandles the complicated accounting for the 
merger.
Accounting Guidance. While examining management's account­
ing for the combination, auditors should consider, among other 
pronouncements, the consensus positions reached by the Finan­
cial Accounting Standards Board's (FASB) Emerging Issues 
Task Force (EITF) relating to business combinations, including 
the guidance contained in EITF Issue No. 95-3, Recognition o f  
Liabilities in Connection with a  Purchase Business Combination. 
Subsequent to the business combination, auditors should con­
sider whether management has prepared the financial state­
ments o f the combined entity in accordance with appropriate 
accounting standards, including FASB Statement o f Financial 
Accounting Standards No. 94, Consolidation o f A ll M ajority- 
Owned Subsidiaries (FASB, Current Text, vol. 1, sec. C51), and 
Accounting Research Bulletin (ARB) No. 51, Consolidated F i­
nancial Statements (FASB, Current Text, vol. 1, sec. C51).
Pooling or Purchase? Furthermore, auditors should assess 
whether pooling-of-interests accounting or purchase account­
ing is appropriate for the combination. The Securities and Ex­
change Commission (SEC) continues to express concern over 
the wide use and possible misapplication of pooling-of-interests 
accounting. Moreover, the FASB has proposed eliminating the 
pooling-of-interests accounting method. Read the “Proposed 
Elimination of Pooling-of-interests Accounting” section o f this 
Alert for more information.
Contentious Issues to Watch Out for. The most contentious is­
sues involved in accounting for a merger and acquisition are—
• Pooling-of-interest method, which includes—
—  Stock repurchase activity.
—  Changes in equity interests in the combining companies.
— Asset dispositions either before or after the consum­
mation o f the merger by either combining company.
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—  The use of materiality in deciding not to retroactively re­
state, as required by APB Opinion No. 16 (a failure to 
retroactively restate results on a combined basis is a depar­
ture from GAAP. The SEC staff may request restatement 
if  the effect on any line item reported in the financial 
statements for any year presented would be materially dif­
ferent. For example, an effect of 3 percent or more gener­
ally would be presumed by the SEC staff to be material.)
•  Purchase accounting method
—  The determ ination o f  the am ortization period o f 
intangibles.
—  Inappropriate adjustments to loan loss allowances in­
cluded in the purchase price allocation (SEC Staff Ac­
counting Bulletin (SAB) No. 61, Loan Losses, provides 
guidance on this issue.)
Over the last several years, numerous formal and informal in­
terpretations o f APB Opinion 16 s requirements have been is­
sued by the SEC and its staff, including SAB No. 96, Treasury 
Stock Acquisitions Following Consummation o f a  Business Com­
bination Accounted fo r  as a  Pooling o f  Interests. In assessing 
m anagements accounting for a merger and acquisition, you 
may want to familiarize yourself with the guidance in those in­
terpretations when addressing some of the more contentious is­
sues related to the business combination.
Auditors and management may need to consult with specialists to 
assess the appropriateness of accounting for business combinations. 
Statement on Auditing Standards (SAS) No. 73, Using the Work o f a  
Specialist (AICPA, Professional Standards, vol. 1, AU sec. 336), pro­
vides guidance in this area. Also, you may want to read chapter 16, 
“Business Combinations,” o f the AICPA Audit and Accounting 
Guide Banks and Savings Institutions for further guidance.
Accounting for Restructuring Charges
This topic is discussed in the “ In Focus Special: Managing Prof­
its” section o f this Alert.
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Internal Control Weaknesses Resulting From Mergers
Subsequent to a merger, management typically reduces person­
nel and eliminates positions and functions in hopes o f saving 
money and gaining efficiencies. M anagement’s actions may 
cause gaps in internal control. For instance, management may 
eliminate a supervisory position at a branch. That supervisor 
may have performed internal control activities that now will no 
longer exist. Management may shift personnel to different posi­
tions and alter the way things have always been done. By mak­
ing these moves, they risk creating deficiencies in internal 
control and in business operations.
Also, in dealing with the many internal control issues arising 
from a merger, management may forget about basic internal 
controls and assume that such controls are operating when in 
fact they may not be.
Auditors should take these issues into account in their consider­
ation of internal control and their assessment o f control risk. 
These gaps and deficiencies in internal control may represent 
reportable conditions or weaknesses in internal control that 
should be communicated to management and the audit com­
mittee. Auditors should refer to the guidance set forth under 
SAS No. 55, Consideration o f Internal Control in a  Financial 
Statement Audits as amended by SAS No. 78, Consideration o f  
Internal Control in a  F inancial Statement A udit: An Amend­
ment to Statement on Auditing Standards No. 55  (AICPA, Pro­
fessional Standards, vol. 1, AU sec. 319).
Increased Opportunity for Fraud
Employees may have an increased opportunity to commit fraud 
when financial institutions merge. With the restructuring and 
shake-ups taking place, employees can take advantage o f a 
breakdown in internal control, a lack o f segregation o f duties, 
and missing supervisory reviews to commit fraud. Furthermore, 
some employees become embittered after a merger. An em­
ployee’s honesty can be influenced by an embittered attitude, 
motivating a rationalization to commit fraud.
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See the “Fraud Update and Typical Audit Problems” section of 
this Alert for guidance on your responsibilities related to fraud.
Executive Summary— Profusion of Mergers and Acquisitions 
Raises Auditing Concerns
•  Significant financial statement misstatements can result if manage­
ment of the combined institution improperly values assets or mis­
handles the complicated accounting for the merger.
• When evaluating management’s accounting for a business combi­
nation, auditors should consider the consensus positions reached 
by the EITF relating to business combinations, including the guid­
ance contained in EITF Issue Nos. 95-3 and 94-3.
• The most contentious issues involved in a pooling of interests are 
(1) stock repurchase activity, (2) changes in equity interests in the 
combining companies, (3) asset dispositions either before or after 
the consummation of the merger by either combining company, 
and (4) the use of materiality in deciding not to retroactively re­
state as required by APB Opinion No. 16.
• The most contentious issues involved in purchase accounting are 
(1) the determination of the amortization period of intangibles 
and (2) inappropriate adjustments to loan loss allowances included 
in the purchase price allocation.
• You may want to familiarize yourself with the guidance contained 
in the numerous formal and informal interpretations of APB No. 
16’s requirements that have been issued by the SEC and its staff.
• In your consideration of internal control and assessment of control 
risk, you may want to consider the possibility of weaknesses in in­
ternal control that may arise from personnel reductions, position 
eliminations, and other internal control-related changes.
Institutions Are Expanding Product and Service Lines: Factors 
to Consider
In their search for higher earnings and fee-generated income dur­
ing this fiercely competitive environment, financial institutions 
are expanding product lines to include subprime lending and 
leasing activities and entering and deepening their involvement
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in such businesses as insurance, securities underwriting, asset 
management, mutual funds, and trust management.
Smaller Institutions Lending More to Businesses
Smaller financial institutions are expanding their business loan 
portfolios. This product line represents a relatively new loan type 
for many smaller institutions. Business loans are typically much 
more complex than traditional consumer loans and have unique 
risks. Financial institutions that are new to business lending need 
to obtain the necessary expertise and training in this complex envi­
ronment. If your client s business loan volume is growing substan­
tially, you may want to assess the competency and expertise of your 
client's business lending personnel, its underwriting practices, and 
their impact on the valuation of the business loan portfolio.
Effects o f Adding and Expanding Product Lines, Services, 
and Businesses
Financial institutions that add or expand products, services, and 
businesses generate risks to themselves and generate audit risks. 
Combining institutions may join together different financial sec­
tor products and services (for example, insurance, checking ac­
counts, loans, asset management, and brokerage services) under 
one roof. You should consider the following factors when your 
client is adding or expanding products, services, or businesses.
•  Management may lack expertise in the new areas. For ex­
ample, management may not possess the knowledge and 
skills needed to manage the business and risk o f selling in­
surance. This lack o f expertise may contribute to financial 
statement misstatements and internal control weaknesses. 
You may want to assess management's level o f expertise in 
the new areas o f business and consider that assessment in 
the determination of your audit procedures.
•  M anagement may not properly implement industry- 
specific accounting principles related to the new areas. 
You should determine that proper accounting principles 
are being applied concerning the new areas o f business.
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•  The accounting, operations, and other systems related to 
the new areas may lack adequate testing and proper inte­
gration with core systems. Thus, these new systems may 
have inadequate internal control, which may result in un­
reliable accounting data. You should consider this when 
planning and performing the audit. In addition, you 
should be familiar with the requirements o f SAS No. 60, 
Communication o f  In ternal Control R elated M atters 
Noted in an Audit (AICPA, Professional Standards, vol. 1, 
AU sec. 325).
•  According to SAS No. 60, auditors may become aware of 
matters relating to internal control that, in their judg­
ment, should be communicated to the audit committee. 
Such matters represent significant deficiencies in the de­
sign or operation o f internal control, which could ad­
versely affect the institutions ability to record, process, 
summarize, and report financial data consistent with the 
assertions o f management in the financial statements.
•  The institution may fail to comply with regulations at­
tendant to the new area o f business. The institutions fail­
ure to comply may result from an unfamiliarity with the 
regulations and a lack o f expertise in the new area. You 
may want to inquire about the regulations that exist in 
new business areas (to the extent necessary to perform a 
proper audit). SAS No. 54, Illegal Acts by Clients (AICPA, 
Professional Standards, vol. 1, AU sec. 317), describes an 
auditor’s responsibilities regarding violations o f laws or 
governmental regulations.
You may want to assess management’s depth and an institu­
tion’s strategic plans when a client enters complicated, new 
areas o f business.
Auditing Standards Considerations. Also, you should consider 
the need to apply certain auditing standards to your engagement, 
due to the entity’s expansion into new products, services, or busi­
nesses. For example, if a savings institution client ventures into
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insurance-related activities and you require the help o f a special­
ist, you should consider the guidance in SAS No. 73.
In addition, as stated in SAS No. 22, Planning and Supervision 
(AICPA, Professional Standards, vol. 1, AU sec. 311), auditors 
should obtain a knowledge o f matters that relate to the nature 
o f the entity’s business, its organization, and its operating char­
acteristics. Such matters include, for example, the type o f busi­
ness; types o f products or services; capital structure; related 
parties; locations; and production, distribution, and compensa­
tion methods. You should also consider matters affecting the in­
dustry in which the entity operates, such as economic 
conditions, government regulations, and changes in technology, 
as they relate to your audits.
Executive Summary— Institutions Are Expanding Product and 
Service Lines: Factors to Consider
• You should consider a number of factors when your client is 
adding or expanding products, services, or businesses to assess 
their effect on the client’s financial statements and your audit. 
These include management’s level of expertise, industry-specific 
accounting principles, internal control related to new systems, and 
compliance with regulations and laws.
• When your client expands into new lines of business, you should 
obtain a knowledge of matters that relate to the nature of the en­
tity’s business, its organization, and its operating characteristics.
Credit Union Interest Rate Risk
Credit union holdings o f fixed rate mortgages have increased 
significantly during the past year. This in part is due to con­
sumer appetite for locking in historically low interest rates. An­
other contributing factor is the competition in the auto lending 
product line that has forced credit unions to turn to mortgage 
lending to arrest a declining loan-to-asset ratio. Even though 
the relative amount o f fixed rate mortgages to total assets is 
modest by financial institution industry standards, credit 
unions still should monitor their exposure to interest rate risk.
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Interest rate risk refers to the probability that changes in inter­
est rates will negatively affect earnings and capital. Credit 
unions with concentrations o f long-term fixed-rate mortgages 
now face an increased vulnerability to a rising interest rate sce­
nario. The majority of the fixed-rate mortgages credit unions 
hold are now at near-record low interest rates. The National 
Credit Union Administration (NCUA) issued Letter to Credit 
Unions No. 99-CU-12, Real Estate Lending and Balance Sheet 
Risk Management, which addresses this issue.
To determine the scope o f audit procedures to be performed, 
you should be aware of the risks that are inherent in the opera­
tions o f your client. Interest rate risk is one of the three major 
types o f risk that credit unions face, with respect to their invest­
ing and lending activities.
Management May Not Be Estimating Residual Values Accurately
Leases currently account for 40 percent o f the new car business. 
Numerous financial institutions continue to enter into and bol­
ster their involvement in auto leasing, as the popularity of leas­
ing a car grows.
Unfortunately, a number o f institutions have suffered some 
not-so-small losses as a result o f overestimating the residual val­
ues o f their leased automobiles. When the residual values end 
up being higher than market prices, customers tend to return 
their leased cars instead o f buying them. Institutions then find 
themselves in the used car business, stuck with having to 
revalue the residual values and sell the cars for losses.
As with any line o f business, management o f financial institu­
tions engaged in automobile leasing needs to understand the 
marketplace it operates in. Furthermore, management needs to 
ensure that residual values are properly valued.
Accounting and Auditing Guidance
Auditors should be familiar with the requirements o f FASB 
Statement No. 13, Accounting fo r  Leases (FASB, Current Text,
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vol. 1, sec. L10) and its related interpretations and amend­
ments. In particular, auditors should remember that paragraph 
17(d) o f FASB Statement No. 13 states the following:
The estimated residual value shall be reviewed at least annu­
ally. If the review results in a lower estimate than had been 
previously established, a determination must be made as to 
whether the decline in estimated residual value is other than 
temporary. If the decline in estimated residual value is judged 
to be other than temporary, the accounting for the transaction 
shall be revised using the changed estimate. The resulting re­
duction in the net investment shall be recognized as a loss in 
the period in which the estimate is changed. An upward ad­
justment of the estimated residual value shall not be made.
Auditing Estimates. Guidance on auditing accounting estimates 
is contained in SAS No. 57, A uditing Accounting Estim ates 
(AICPA, Professional Standards, vol. 1, AU sec. 342). In gen­
eral, that SAS provides guidance on obtaining and evaluating 
sufficient competent evidential matter to support significant ac­
counting estimates. The AICPA Practice Aid A uditing E sti­
mates an d  Other Soft Accounting Inform ation  (Product No. 
010010kk) provides guidance for handling the audit problems 
related to the audit o f soft accounting information, including 
how SAS No. 57 may be applied by auditors.
Financial Capacity of Residual Insurers Called Into Question
Credit unions are required to obtain residual value insurance on 
vehicles the credit union either leases to its members or pro­
vides to its members under lease lookalike programs. There 
have been instances in which the financial capacity o f the in­
surer to honor its obligation to act as the residual value insurer 
has come into question. The auditor may need to determine, in 
light o f the possible effect on the financial statements and audit 
procedures, that the credit union has performed appropriate 
due diligence in determining that the insurer has the financial 
capacity to meet its insurance obligation to the credit union.
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Unrelated Business Income of Credit Unions Scrutinized
The Internal Revenue Service (IRS) defines unrelated business 
income (UBI) as the “gross income derived from any trade or 
business that is regularly carried on, and not substantially re­
lated to the organizations exempt purpose or function.” Al­
though U BI does not apply to federal credit unions, 
state-chartered credit unions have come under recent scrutiny, 
primarily in Texas and the Southwest. The most common areas 
being challenged by the IRS are—
• Income from sales o f credit life and disability insurance.
•  Income from sales of single interest insurance.
•  Income from brokerage activities.
•  ATM fees from nonmember transactions.
Some credit unions have fought the tax and penalties, and the 
results are pending. Other credit unions have elected to settle 
with the IRS and pay the tax. Because some o f the current and 
back taxes have been substantial, a credit union could poten­
tially be failing to record a liability. Therefore, when auditing 
state-chartered credit unions, the auditor may want to evaluate 
the level o f fee income generated to determine whether a mate­
rial UBI tax liability exists.
Credit Risk Watch
What is the crucial information about loan loss allowances that you need 
to know?
Regulators and the SEC Take Action on Loan Loss Allowances
Loan loss allowance issues are receiving increased attention. 
The SEC staff has raised concerns about lack o f transparency in 
financial statements related to loan loss allowances. In particular, 
the SEC staff's concerns are focused on instances in which loan 
loss allowance amounts are inconsistent with other disclosures in 
public filings and with internal supporting documentation. The
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federal banking regulators continue to expect institutions to 
maintain strong loan loss allowances that are conservatively 
measured.
On June 16, 1999, the House Banking and Financial Services 
Committee's Subcommittee on Financial Institutions and Con­
sumer Credit heard testimony on accounting for loan loss al­
lowances. Representatives o f the Federal Deposit Insurance 
Corporation (FD IC), Office o f the Comptroller o f the Cur­
rency (OCC), and the Office o f Thrift Supervision (OTS) were 
all concerned that the SEC 's actions related to loan loss al­
lowances and a recent FASB Viewpoints article (see below) sent 
the wrong signal to institutions, by encouraging reductions in 
allowances for loan losses at a point in the business cycle when 
prudence dictates such reserves should be increasing. The SEC 
argues that it does not want institutions to artificially lower 
allowances— it merely wants them to comply with generally ac­
cepted accounting principles (GAAP). The SEC believes exces­
sive or inadequate loan loss allowances obscure transparency o f 
financial statements, making it more difficult for investors, reg­
ulators, and others to determine the true financial condition 
and performance o f the institution.
The banking regulators and the SEC are working together to 
provide a consistent message on the allowance for loan losses 
and have agreed to support and encourage the FASB process 
and the AICPA Allowance for Loan Losses Task Force in clari­
fying certain aspects o f GAAP related to loan loss allowances. 
Efforts are ongoing to provide the banking industry and ac­
counting profession with enhanced guidance on appropriate 
methodologies, disclosures, and supporting documentation for 
loan loss allowances.
Where to Get Full Information and Guidance on This Matter
Recent joint interagency letters concerning loan loss allowances 
were issued to financial institutions by the Federal Reserve 
Board (FRB), SEC, FDIC, O CC, and O TS on July 12, 1999, 
March 10, 1999, and November 24, 1998. These letters can be 
obtained by visiting the agencies’ Web sites, which are listed at
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the end o f this Alert. The SEC  and banking regulators have 
agreed to provide by March 2000 additional guidance regarding 
documentation and disclosure issues. In addition, the AICPA 
Allowance for Loan Losses Task Force, which was formed in 
March 1999, expects its timetable for providing accounting 
guidance to be approximately two years. You may want to be 
alert to the status o f that guidance.
Accounting Guidance. O f particular concern to financial institu­
tions are FASB Statement Nos. 5, Accounting fo r Contingencies 
(FASB, Current Text, vol. 1, sec. C59), and 114, Accounting by 
Creditors fo r  Impairment o f  a  Loan, as amended by FASB State­
ment No. 118 (FASB, Current Text, vol. 1, sec. I08); SEC Fi­
nancial Reporting Release (FRR) 28, Accounting fo r  Loan Losses 
by Registrants Engaged in Lending Activities', and the Intera­
gency Policy Statement on the Allowance for Loan and Lease 
Losses (Interagency Policy Statement) jointly issued on Decem­
ber 21, 1993, by the federal banking regulators. For nonpublic 
financial institutions, the guidance in the Interagency Policy 
Statement requires allowance for loan losses documentation 
very similar to that in FRR 28.
In addition, financial institutions and auditors need to follow the 
guidance in EITF Topic D-80, Application o f FASB Statements 
No. 5  and No. 114 to a  Loan Portfolio (FASB, E IT F  Abstracts, Ap­
pendix D), and the AICPA Audit and Accounting Guides Banks 
and Savings Institutions and Audits o f Credit Unions.
Loan Loss Allowance Methodology and Documentation
SE C  FRR 28. FRR 28 requires a registrant to follow a proce­
dural discipline in determining the allowance for loan losses. 
The SEC  staff expects a registrant to maintain allowance for 
loan losses documentation that indicates—
1. That a systematic methodology was employed each period 
in determining the amount of loan losses to be reported.
2. The rationale supporting each period’s determination 
that the amounts reported were adequate.
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Thus, even though the allowance for loan losses documentation 
requires numerical calculations, it is critical that financial insti­
tutions have written, qualitative narrative supporting the 
thought process behind the calculations in satisfying the proce­
dural discipline required by FRR 28.
Moreover, financial institutions should maintain a self-correcting 
mechanism that adjusts loss estimation methods to reduce dif­
ferences between estimated and actual observed losses.
Help Desk—See the discussion of loan loss allowances in the 
Current Financial Reporting and Disclosure Issues in the Di­
vision of Corporation Finance outline dated November 16, 
1998, available on the SEC Web site.
Also note that FRR 28 requires registrants to describe their pro­
cedural discipline in the Business section o f the annual report.
Recent Interagency Guidance Points Out Im portant Practices. 
The most recent joint interagency letter (issued July 12, 1999, 
by the SEC, FD IC, FRB, O CC, and OTS) reaffirmed the fol­
lowing important aspects o f loan loss allowance practices:
•  Prudent, conservative, but not excessive, loan loss al­
lowances that fall within an acceptable range of estimated 
losses are appropriate. In accordance with GAAP, an in­
stitution should record its best estimate within the range 
o f credit losses, including when management's best esti­
mate is at the high end o f the range.
•  An “unallocated” or “overall general” loan loss allowance 
is appropriate when it reflects an estimate o f probable 
losses incurred as o f the balance-sheet date, determined 
in accordance with GAAP, and is properly supported.
•  The loan loss allowance should take into consideration 
all available information existing as o f the financial state­
ment date reflecting past events and current conditions, 
including environmental factors, such as industry, geo­
graphical, economic, and political factors.
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When evaluating management’s discussion and analysis 
(MD&A), remember that institutions need to fully disclose all 
pertinent trends, events, and uncertainties related to the al­
lowance for loan losses. Moreover, the narrative disclosures in 
M D & A  need to be consistent with the M D & A  financial tables 
relating to the allowance for loan losses and loan portfolio, as 
well as the financial statements and related footnotes.
The discussion in M D & A  should be in quantified detail, ex­
plaining the changes in the specific elements of the allowance 
for loan losses, including instances where the overall allowance 
has not changed significantly. The effects o f any changes in 
methodology should be explained and justified.
SE C  S ta ff Actions Concerning M D&A. Through its normal re­
view and comment process, the SEC staff has been reviewing 
1998 10-K filings as well as other selected registration state­
ments. If  statistical data, quantitative analysis, or disclosures in a 
registrant filing appear inconsistent with loan loss allowances, the 
SEC staff will ask the institution to explain those inconsistencies.
For example, data commonly used to evaluate the appropriate­
ness o f the loan loss allowance may indicate an inconsistency 
between the accounting for the allowance and the disclosure of 
material risks in the portfolio for which the allowance was 
maintained. In such a case, the SEC staff may issue comments 
on the filing relating to the loan loss allowance.
In addition, disclosures in the filing should be consistent with 
the documentation supporting the loan loss allowance. The 
SEC staff questions allowances that appear too low as well as 
those that appear too high as compared to the disclosures made 
and the supporting documentation.
The SEC form letter on the allowance for loan losses issued in 
January 1999 provides the essential information that needs to 
be considered and included in the “Description o f Business,” 
M D&A, and financial statements. The form letter is available 
on the SEC Web site at www.sec.gov/rules/othern/banklla.txt.
Disclosures Related to Loan Loss Allowances
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The April 12, 1999, issue o f FASB Viewpoints addressed the ap­
plication of FASB Statement Nos. 5 and 114 to a loan portfolio, 
and how those Statements interrelate. The Viewpoints guidance 
addresses numerous issues, including the following questions:
•  How should a creditor identify loans that are to be indi­
vidually evaluated for collectibility under FASB State­
ment No. 114?
•  How should a creditor determine it is probable that it will be 
unable to collect all amounts due according to the contractual 
terms of a loan agreement under FASB Statement No. 114?
•  If  a creditor concludes that an individual loan specifically 
identified for evaluation is not impaired under FASB State­
ment No. 114, may that loan be included in the assessment of 
the allowance for loan losses under FASB Statement No. 5?
The FASB Viewpoints publication can be obtained at the FASB 
Web site at www.fasb.org.
FASB Publishes Viewpoints Article on Loan Loss Allowances
Executive Summary— Regulators and the SEC Take Action on Loan 
Loss Allowances
• Much attention has been given to loan loss allowances recently. 
The banking agencies and the SEC have agreed that banks and sav­
ings institutions should follow GAAP, and that institutions should 
not maintain excessive or inadequate allowances. The SEC and the 
banking regulators are working together to issue further guidance.
•  A number of recent joint interagency letters have been issued con­
cerning the allowance for loan losses. This guidance can be ob­
tained at the Web sites of the various regulatory agencies.
• Financial institutions need to adhere to FASB Statement Nos. 5 
and 114 (as amended by FASB Statement No. 118), SEC FRR 28, 
the interagency policy statement issued on December 21, 1993, 
EITF Topic D-80 (which includes as an attachment the FASB 
Viewpoints article, “Application of FASB Statement Nos. 5 and 
114 to a Loan Portfolio”), and the AICPA Audit and Accounting 
Guide, Banks and Savings Institutions.
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• An institutions MD&A needs to fully disclose all pertinent trends, 
events, and uncertainties related to the allowance for loan losses 
and needs to be consistent with the financial statements.
• The April 12, 1999, issue of FASB Viewpoints addressed the appli­
cation of FASB Statement Nos. 5 and 114 to a loan portfolio.
Agricultural Lenders Face Higher Risks as Farm Business Languishes
Financial institutions that loan money to farmers and ranchers 
may face higher risk as a result o f the economic trouble con­
fronting those agricultural producers.
Commodity prices and demand in export markets for farm and 
ranch produce continues to fall. These low prices and low de­
mand can largely be traced to the recessionary economic diffi­
culties occurring in Asia and other parts o f the world. Added to 
these difficult agricultural circumstances is a reduction in fed­
eral loan guarantee and emergency farm aid programs.
Although a long heat wave in the Midwest and East have sub­
stantially damaged crops, most farmers are expected to still har­
vest large crops, thus contributing to the depressed and 
unprofitable prices for their produce.
Consequently, some farmers and ranchers may have difficulty 
in repaying their loans and will also cut back on their business 
investments, including the amount o f loans they would have 
otherwise taken from lenders.
Alan Greenspan, chairman of the board of governors o f the Fed­
eral Reserve System, recently remarked:
The near-term may be challenging for farmers and their 
lenders, especially if farm prices remain depressed...The mag­
nitude of the forces now at work—which bring major uncer­
tainties for producers both from the demand side and the 
supply side—suggest that the financial situation in the sector 
may need to be monitored even more carefully than usual as 
we move ahead.
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If your client is a financial institution with loans to farmers and 
ranchers who are affected by falling commodity prices and ex­
ports, your audit procedures may need to include steps to care­
fully monitor such loans. These financial institutions may have 
risks related to concentrations of loans to farmers and ranchers 
in specific geographic areas that are particularly hard hit by eco­
nomic difficulties.
Hedge Fund Lenders May Have Deficient Risk Management Processes
Recent events have highlighted the deficiencies in some bank­
ing institutions’ risk management practices with respect to 
loans to and investments in hedge funds and highly leveraged 
institutions (HLIs). These deficiencies include an inadequate 
analysis o f the creditworthiness o f the hedge fund or HLI, lim­
ited availability o f financial information, a nonsystematic and 
largely qualitative assessment o f risk, an overreliance on the rep­
utation and perceived risk management capabilities o f the 
hedge fund or HLI, a failure to conduct stress tests on credit ex­
posure, poor counterparty reviews, inadequate information on a 
hedge fund’s or H LI’s off-balance sheet exposures and risk man­
agement strategies, and an overreliance on collateralization of 
market exposure.
You may need to ascertain that your financial institution clients 
that enter into dealings with hedge funds and HLIs have devel­
oped sound underwriting policies and procedures for evaluat­
ing, measuring, and managing their exposure.
Defining Hedge Funds and HLIs
HLIs are large financial institutions that are subject to little or 
no regulatory oversight and limited disclosure requirements and 
that take on significant debt obligations as compared with the 
value o f their capital. Hedge funds typically are structured as 
private, unregistered investment pools open to a limited num­
ber o f accredited investors. These funds use a variety of invest­
ment products and strategies designed to maximize the investment 
pools’ returns relative to investment risk while limiting investors
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from changes in currency and interest rate risk. Hedge funds’ 
investment strategies are based on sophisticated and complex fi­
nancial models that attempt to predict and take advantage of 
the inequities in the financial market.
M ost hedge funds are small and tend not to be highly debt 
leveraged. Some, however, do become highly leveraged and 
often engage in risky currency speculation. Estimates o f the 
number o f hedge funds in existence range from 2,500 to 4,000. 
A few hundred banks in the United States may have some expo­
sure to hedge funds and other HLIs.
Recommendations to Improve Banking Practices
With respect to HLIs, the Basle Committee on Banking Super­
vision issued a report recommending certain risk management 
practices when banks and other financial institutions enter into 
business dealings with HLIs. The Basle Committee consists o f 
senior representatives o f bank supervisory authorities and cen­
tral banks of major first world countries, including the United 
States. Some o f their recommendations are presented in the fol­
lowing list. As an auditor, you may wish to determine whether 
your clients have implemented these recommendations in as­
sessing risk and internal controls. You should determine 
whether the client has procedures in place for—
• Establishing clear policies and procedures for interactions 
with HLIs as part o f the overall credit risk management 
environment.
•  Employing sound information gathering, due diligence, 
and credit analysis practices that address the specific risks 
associated with HLIs.
•  Encouraging the development of more accurate measures of 
exposures resulting from trading and derivatives transactions.
•  Setting meaningful overall credit limits for HLIs.
•  Linking credit enhancement tools, including collateral 
and early termination provisions, to the specific charac­
teristics of HLIs.
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•  Closely monitoring credit exposures with HLIs, taking 
into account their trading activities, risk concentrations, 
and leverage and risk management processes.
The O C C  and the FRB have issued their own notices about the 
Basle Committee report and have stated that adherence to the 
guidance contained in the Basle Committee report would be 
prudent. The Basle Committee report can be obtained on the 
Internet at www.bis.org.
Executive Summary— Agricultural and Hedge Fund Lending
• Commodity prices and demand in export markets for farm and 
ranch produce continues to fall, increasing the risk that agricultural- 
related loans may suffer delinquencies and defaults.
• Institutions with loans to farmers and ranchers who are affected by 
falling commodity prices and exports should carefully monitor 
such loans.
• Some institutions that lend to hedge funds and highly leveraged in­
stitutions (HLIs) have lacked adequate risk management practices.
• The Basle Committee on Banking Supervision issued a report rec­
ommending certain risk management practices when institutions 
enter into business with HLIs.
Subprime Lending: Essential Information to Identify and Address 
High Risks
Subprime lending generally covers two broad categories o f bor­
rowers: those attempting to repair their credit history because 
of previous credit problems (usually one or more major deroga­
tory items, such as 90 days or more past due, charge-offs, or 
bankruptcies); and those attem pting to establish or expand 
their credit history (because, for example, of “thin” files or little 
or no traditionally reported credit activity). Borrowers within 
these categories represent a broad range of risk but typically in­
clude those with unproven credit performance, repayment 
problems because o f an adverse event such as a job loss or med­
ical emergency, or a history of mismanaging their finances and 
debt obligations.
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Subprime lending can involve various loan types, but the ma­
jority o f the business comprises mortgage, home equity, and au­
tomobile loans. This type o f lending has been growing 
substantially and has been influenced by such factors as in­
creased competition by nonbanks in the prime lending markets, 
added funding availability through the securitization market, 
and a growing recognition o f business opportunities available in 
previously underserved or unserved markets. Subprime lending 
provides financial institutions with high profit margins, 
through higher fees and interest rates. However, those benefits 
are accompanied by increased levels o f credit and other risks.
Institutions Suffering Losses Related to Risky 
Subprime Lending
Subprime lending is a high-risk activity. A number o f institu­
tions have suffered losses attributable to ill-advised or poorly 
structured subprime lending programs. In particular, many in­
stitutions entering the subprime lending business have discov­
ered that they grossly underestimated the default rates and 
collection costs associated with these loans. Furthermore, sev­
eral experienced nonbank subprime specialists have suffered 
material losses recently despite their considerable expertise in 
this field.
Subprim e Lending Risks. You should be acutely aware o f the 
risks of subprime lending in assessing credit risk and loan loss 
allowances. Increased competition may result in declining mar­
gins and relaxed underwriting standards. This erosion, coupled 
with increasing consumer debt burden levels, has the potential 
to adversely affect the long-term profitability and asset quality 
of subprime lenders, especially if economic conditions deterio­
rate. Subprime lending risks include the following:
•  Lenders moving into this type o f lending may not have 
the necessary expertise to understand fully the risks in­
volved. Every type o f subprime lending, whether it be 
auto loans or home equity lines o f credit, requires its own 
unique expertise.
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•  Subprime borrowers often carry high levels o f debt. If 
local economic conditions deteriorate, those borrowers 
may lose their jobs or see their financial situations 
quickly worsen. Consequently, they may not be able to 
pay their debts.
•  In subprime lending, little or no collateral normally ex­
ists to cover bad loans.
Recognizing Risks and Regulatory Action
In addressing subprime lending risks on your engagement, you 
may need to determine whether management recognizes the ad­
ditional risks inherent in this activity and whether management 
has determined if  these risks are acceptable and controllable 
given the institutions experience in the subprime lending mar­
ket (including managements expertise), operational capacity 
and capability (including information systems and staffing), fi­
nancial condition, and size and level of capital support.
In light o f the higher risks associated with this type o f lending, 
the regulators may impose higher minimum capital require­
ments on institutions engaging in subprime lending. I f  the 
risks associated with this activity are not properly controlled or 
the entity’s capital level is inadequate given the magnitude of 
risk assumed, the institutions subprime lending program may 
be considered by the federal banking agencies to be unsafe and 
unsound.
Interagency Regulatory Guidance Issued
The various federal banking regulatory agencies, through 
the auspices o f the Federal Financial Institutions Examina­
tion Council (FFIEC), have issued interagency guidance on 
subprim e lending. T h is guidance can be obtained at the 
FFIE C ’s Web site at www.ffiec.gov or at the other agencies’ 
Web sites.
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Executive Summary— Subprime Lending: Essential Information to 
Identify and Address High Risks
• Auditors should be acutely aware of the risks of subprime lending, 
including a possible lack of management expertise, a tendency for 
subprime customers to default when economic conditions deterio­
rate, and a lack of collateral.
• If the risks associated with this activity are not properly controlled 
or the entity’s capital level is inadequate, the institutions subprime 
lending program may be considered by the banking agencies to be 
unsafe and unsound.
• An FFIEC interagency Statement provides broad guidelines for es­
tablishing a subprime lending program. See the FFIEC Web site to 
read the Statement guidance.
Consumer Lending Standards Relaxing
Evidence o f relaxed credit standards exists in the industry. 
Adding to the concern over those relaxed standards is the possi­
bility that the recent slowdown in the housing market (due to 
recently rising interest rates) may cause a lowering o f under­
writing standards, if  lenders become concerned about maintain­
ing loan volume. Also, recent evidence indicates that the 
Northwest is experiencing mortgage loan defaults substantially 
higher than the national average.
If  certain sectors o f the nation experience economic problems 
and layoffs, consumers could begin defaulting on their mort­
gages, credit cards, and other loans. Auditors may find it pru­
dent to pay particular attention to the performance o f those 
loans for which approval required exceptions to the normal 
credit and collateral policies.
Keep a Watchful Eye on Commercial Loans
As stated earlier, commercial loan demand has been strong and 
loss rates are low, but financial strains are becoming apparent 
among certain U.S. business sectors. Numerous companies in 
the United States are laden with debt and may find repaying 
those large debts difficult if  their cash flow is reduced by a
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business downturn. Businesses, like consumers, have been on a 
spending spree. I f  the economy begins to slow, the loans made 
to those customers may require special attention in your risk as­
sessment and audit procedures.
Rating Current Underwriting Standards for Real Estate and 
Construction Lenders
A resurgence o f construction activities has renewed concerns 
about overbuilding and prompted questions regarding the pru­
dence o f recent underwriting practices. Recent FD IC  studies 
indicate that selected markets are prone to overbuilding prob­








Underwriting practices at most institutions do not appear to be 
overly aggressive. Because o f intense competitive pressures evi­
dent in today's financing markets, borrowers appear capable o f 
obtaining concessions from lenders, but these have primarily 
taken the form o f pricing concessions. More underwriting em­
phasis is being placed on project feasibility, the impact o f com­
petitor projects, completed project cash flows, and borrower 
cash equity requirements than on collateral.
Still, competitive pressures are a major influence on current un­
derwriting practices, as borrowers take advantage o f a wider 
range o f funding alternatives available in both public and pri­
vate debt and equity markets to secure the most favorable price 
and terms.
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Guidance to Help You Audit Loan Loss Allowances
When evaluating credit risk, the quality of loans, and the ade­
quacy of loan loss allowances, auditors should consider the mat­
ters discussed in this section and determine whether there is a 
heightened level o f audit risk. If so, it may be necessary to alter 
the nature, timing, and extent o f audit procedures and increase 
the level of testing due to the matters mentioned in this section.
The evaluation o f loan quality and loss allowances can be a 
complicated process. You may want to read chapters 6 and 7 of 
the Audit and Accounting Guide Banks an d  Savings Institu­
tions, chapters 5 and 6 of the Audit and Accounting Guide Au­
dits o f  Credit Unions, and chapter 2 o f the Audit and 
Accounting Guide Audits o f Finance Companies, as applicable, 
for a thorough discussion o f auditing procedures regarding 
loans and loan loss allowances.
Important Controls to Help Minimize Credit Union Indirect 
Lending Risks
Many credit unions make arrangements with auto dealerships in 
which the car dealer, for a fee, participates in the member auto 
loan application process. These programs may also involve risk- 
based lending, whereby interest rates are established based on a 
credit-scoring matrix. As a result o f these expanded marketing 
and indirect lending programs, some credit unions have signifi­
cantly increased their loan volume, particularly in used car loans.
In connection with your audit procedures, you may want to 
gain reasonable assurance that your client is properly managing 
any risks created by involvement in auto dealer indirect lending 
programs. In assessing audit risk and the adequacy o f internal 
control, you may want to determine that some o f the following 
important controls that help minimize risk in this area are pre­
sent at your client's.
•  Contracts between any dealers and the credit union should 
be in place. Legal counsel should review all contracts and 
notes.
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•  Systems must be in place to identify and track all indirect 
loans on the credit unions loan information systems. At a 
minimum, the credit union should monitor the perfor­
mance o f loans by dealer, including delinquencies and 
loans charged off.
•  Procedures should be in place to review all applications 
received before funding to ensure the loans meet the 
credit unions approval and documentation policies and 
standards, and that all borrowers are properly within the 
credit unions field o f membership.
•  Assurances should be made that collateral is properly se­
cured, and that collateral values are reasonable.
•  Employees who are responsible for administering and 
monitoring the indirect lending program should be inde­
pendent of the responsibility o f establishing and main­
taining dealer relationships.
•  Lending policies and procedures should specifically ad­
dress the indirect lending requirements.
Auditing the Nondelinquent Portion of the Loan Portfolio
Some credit unions, in estimating the allowance for loan losses 
on the nondelinquent segment o f the loan portfolio, are apply­
ing the regulatory preferred five-year loss ratio to the balance o f 
such loans without adequate analysis. The use of historical loss 
ratios should not be used exclusively, nor should it be ignored. 
Rather, historical loss ratios should be considered in conjunc­
tion with the current economic environment.
Reporting Discharged Debt
Financial institutions must file Form 1099-C for each debtor for 
which a debt of $600 or more was cancelled. Multiple discharges of 
less than $600 during a year need not be aggregated. Exempt from 
the reporting requirement are “certain bankruptcy discharges.” In
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general, reporting is required for bankruptcy discharges only if the 
debt was incurred for business or investment purposes.
For purposes o f determining if  a debt discharge has occurred, 
the financial institution should consider not only the obvious 
legal cancellations or extinguishments, but also the discontinu­
ance o f collection activity or the expiration of a nonpayment 
testing period. It should be noted that the act o f “charge-off” it­
self might not sufficiently indicate a discharge o f debt, unless 
the “charge-off” coincides with a complete discontinuance o f 
collection activity. Also, there is a presumption that a technical 
discharge has occurred during a calendar year if  the creditor has 
not received a payment on an indebtedness at any time during a 
thirty-six-month period. This may be rebutted by the creditor if 
bona fide collection activity is taking place or other facts indi­
cate that the indebtedness has not been discharged.
Possible IR S Penalties. The auditor may want to determine 
whether the financial institution is aware o f its responsibilities 
for reporting discharged debt. The risk is that the financial in­
stitution may not be adequately tracking loan payments and 
collection activity on charged-off loans and could be subject to 
IRS penalties for not reporting discharged debt (which must be 
reported in the financial statements).
Accounting fo r Recoveries. The auditor may also want to con­
sider whether the financial institution is properly accounting 
for recoveries on charged-off loans. When a collection agency is 
used, the agency will usually deduct its “percentage” before re­
mitting to the financial institution the amount collected from 
the customer. Although the financial institution receives a lesser 
amount, the customer's loan balance should be credited for the 
entire amount paid. Because financial institutions may account 
for these recoveries incorrectly, the amount ultimately reported 
on Form 1099-C may also be incorrect.
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In Focus Special: Managing Profits
What are some of the reasons behind and methods of manipulating 
earnings?
Management teams o f financial institutions, like their counter­
parts in other industries, may be subject to unusually high pres­
sure to release earnings statements that meet analysts’ 
expectations. In today’s marketplace, if  management fails to 
meet earnings expectations, the market value of the institution’s 
stock may decrease significantly, placing even more pressure on 
management to deliver better results. In addition, management 
teams of institutions that have been involved in recent business 
combinations may be under stress to justify the combination to 
shareholders by delivering the promised fruits of those mergers.
The pressure of meeting earnings expectations or making a 
merger work can sometimes drive management to resort to 
questionable or aggressive accounting methods to report finan­
cial results that fit their needs. This desire to manage profits can 
also be exacerbated by the increasing use of stock options as ex­
ecutive compensation.
Those pressures to manage profits, added to the recent spate o f 
corporate accounting scandals, has focused a critical eye on the 
role and effectiveness of audit committees. Some concern has been 
raised about the failure of audit committees to do their job in 
overseeing management and financial controls. For more informa­
tion on audit committee concerns, read the “Audit Committees” 
section in this Alert and in Audit Risk Alert—1999/2000.
Common Methods Used to Manage Profits
Under the circumstances just mentioned, you should be aware 
o f and address situations at your clients that may pressure man­
agement to manage profits. SAS No. 82, Consideration o f  Fraud  
in a  Financial Statement Audit (AICPA, Professional Standards, 
vol. 1, AU sec. 316), provides examples of risk factors relating to 
misstatements arising from fraudulent financial reporting. 
Among those factors is an excessive interest by management in
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maintaining or increasing the entity’s stock price or earnings 
trend through the use of unusually aggressive accounting prac­
tices. Some o f the more common methods used to manage prof­
its include—
• Excessive accruals or manipulations o f accruals for re­
structuring charges and similar items.
•  Misuse o f the concept o f materiality.
•  Improper write-downs of assets that continue to be used 
in operations.
•  Unreasonable lives for depreciation and amortization.
•  Improper recognition o f future operating losses or defer­
ral o f current operating losses.
•  Front-end recognition o f revenues despite expectations 
for significant future performance or the existence of ma­
terial obligations or uncertainties affecting realization, or 
deferral when all criteria for recognition are met.
•  Improper application of authoritative literature govern­
ing impairment.
•  Improper application o f conservatism (see paragraphs 
91-96 o f FASB Concepts Statement No. 2, Q ualitative 
Characteristics o f Accounting Information).
Accounting and auditing guidance for some o f these areas are 
discussed in the following sections.
Accounting for Restructuring Charges
EITF Guidance and Having a Management Plan
Combining financial institutions often restructure their opera­
tions. Auditors should consider whether management has ap­
propriately accounted for restructuring costs in accordance 
with the requirements o f E IT F  Issue Nos. 94-3, Liability  
Recognition fo r  Certain Employee Termination Benefits an d  
Other Costs to E x it an Activity (Including Certain Costs In ­
curred in a  Restructuring), and 95-3. To justify such charges,
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authoritative literature requires the existence o f an approved 
management plan as o f the date of the financial statements. 
Management’s plan must be comprehensive, explicit, and ade­
quately documented to provide objective evidence o f manage­
ment’s intent. The SE C  staff has interpreted the literature 
governing special charges literally, particularly the require­
ments relating to the existence o f a comprehensive docu­
mented plan that has been approved by the appropriate level of 
management.
Loss recognition that is based on management’s intent must be 
supported by objective evidence o f intent. To demonstrate 
management’s intent, the SEC staff considers whether the plan 
is sufficiently developed to forecast its consequences and man­
agement’s commitment to ultimately implement the plan as 
contemplated. Therefore it is imperative that a documented 
and appropriately approved management plan that is compre­
hensive and explicit exists to accrue a liability.
Making Required Disclosures
When liabilities are accrued in accordance with the guidance in 
EITF Issue Nos. 94-3 and 95-3, certain disclosures are required. 
The thresholds for making the required disclosures are related 
to the materiality of the amounts accrued or the significance of 
the activities that will not be continued. Therefore, when the 
disclosure thresholds have been met, all the disclosures are re­
quired, not just those that are individually material.
Some o f the disclosures are required until the plan o f termina­
tion is completed or until all actions under a plan to exit an ac­
tivity or involuntarily terminate employees o f an acquired 
company have been fully executed. For instance, under EITF 
Issue No. 94-3, the amount o f actual termination benefits paid 
and charged against the liability and the number o f employees 
actually terminated as a result o f the plan to terminate the em­
ployees must be disclosed. The amount o f any adjustments to 
the liability also must be disclosed.
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Making Sure Accruals Are Not “Cushions”
The SEC staff has observed an increasing frequency o f subse­
quent reductions to restructuring liabilities, which suggests that 
management may be “providing a cushion” in establishing such 
reserves. When reviewing management’s accruals, you should be 
aware of the kinds o f charges that are allowed to be accrued for, 
pursuant to EITF Issue Nos. 94-3 and 95-3, and other relevant 
accounting literature, as appropriate.
In addition, the SEC staff has stated that liabilities accrued in 
accordance with EITF Issue Nos. 94-3 and 95-3 are valuation 
accounts that should be disclosed on Schedule VIII, Valuation 
and Qualifying Accounts, o f SEC registrants’ annual reports 
filed on Form 10-K.
Misusing Materiality
M anagement o f some financial institutions may misuse the 
concept o f materiality when preparing and reporting financial 
information. They may allow errors to he recorded within a de­
fined percentage ceiling and claim that the effect on net income 
is too small to matter.
Quantitatively immaterial departures from GAAP may be qual­
itatively material if they are designed, for example, to maintain 
earnings trends, hide a failure to meet analysts’ consensus ex­
pectations, or affect the institution’s compliance with regulatory 
requirements.
Auditors should assess the qualitative factors important in de­
termining whether information would be considered material 
to investors. The use o f quantitative factors alone is not suffi­
cient. In addition, known errors that have not been recorded 
based solely on a quantitative materiality factor, especially in­
tentional errors, should be addressed. When qualitative materi­
ality significantly alters the apparent significance o f a matter, 
the pertinent information should be adjusted or disclosed.
When considering issues of materiality, auditors of public com­
panies are expected to consider guidance that is already provided
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in several important areas, including court decisions and SEC 
rules, regulations, and enforcement actions, as well as account­
ing and auditing literature.
Guidance Being Issued
SEC Staff Accounting Bulletins
The SEC has released Staff Accounting Bulletin (SAB) No. 99, 
which addresses the application o f materiality thresholds to the 
preparation and audit o f financial statements. This new SAB is 
discussed in the “Recent Regulatory Actions” section o f this 
Alert. Also, the SEC plans to issue two SABs, one dealing with 
revenue recognition and one with restructuring. If  appropriate 
to your circumstances, you may want to keep abreast o f the sta­
tus o f those planned SABs.
Revenue Recognition
The AICPA has issued a nonauthoritative publication titled 
A udit Issues in Revenue Recognition. In this publication, the 
AICPAs intent is to help auditors fulfill their professional re­
sponsibilities with regard to auditing assertions about revenue. 
This publication can be obtained online at www.aicpa.org (go 
to Members, Teams, Audit and Attest Standards Team, Techni­
cal Activities, and Publications).
Audit Committees
Finally, a blue ribbon committee of accounting representatives, 
stock market regulators, and corporate executives has published 
a report titled Report and Recommendations o f the Blue Ribbon 
Committee on Improving the Effectiveness o f Corporate A udit 
Committees. The SEC is expected to use the recommendations 
made by this committee. Copies of this report can be obtained 
by calling the New York Stock Exchange at 212-656-2017, or 
by calling the National Association o f Securities Dealers at 
202-728-8340. The report may also be found online at www. 
nyse.com or www.nasd.com.
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A full discussion of recent matters related to communications 
with audit committees can be read in A udit Risk A lert— 
1999/2000.
Executive Summary— In Focus Special: Managing Profits
•  The pressure of meeting earnings expectations or making a merger 
work can sometimes drive management to resort to questionable 
accounting methods to manage profits.
• Common methods used to manage profits include managing ac­
cruals for restructuring charges and misusing materiality.
• EITF Issues 94-3 and 95-3 address the accounting for restructur­
ing charges.
• Recent guidance addressing the problem of managing profits in­
cludes SEC SAB No. 99 on materiality, the AICPA’s Audit Issues in 
Revenue Recognition, and a blue ribbon committee report on the 
effectiveness of audit committees.
Accounting Issues in the Spotlight: Staying Informed on 
Hot Topics
What’s the latest news on hot accounting topics?
FASB Statement No. 125 Issues and Securitizations
The requirements and implications of FASB Statement No. 125, 
Accounting for Transfers and Servicing o f Financial Assets and Ex­
tinguishments o f Liabilities (FASB, Current Text, sec. F38), contin­
ues to be a topic of heightened interest to CPAs. Also, the breadth 
o f FASB Statement No. 125’s applicability is wider than some­
times perceived. Therefore, we present the following information 
to help you keep abreast of FASB Statement No. 125 matters.
Amendment o f FASB Statement No. 125
On June 28, 1999, the FASB issued an exposure draft o f a pro­
posed Statement of Financial Accounting Standards titled Ac­
counting fo r  Transfers o f F in an cial Assets, an Amendment o f
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FASB Statement No. 125. The proposed amendment would re­
vise standards for transfers of financial assets by clarifying crite­
ria and expanding guidance for determining whether the 
transferor has relinquished control o f the assets and the transfer 
is therefore accounted for as a sale. It would also revise stan­
dards for accounting for and disclosure about collateral and re­
quire improved disclosure about securitizations.
The proposed Statement would apply to all transfers o f finan­
cial assets occurring after December 31, 2000, and would be 
applied prospectively. Improved securitization disclosure would 
be required for fiscal years ending after December 15, 2000, 
and the proposed collateral disclosures would be effective for 
fiscal years ending after December 15, 2001.
The exposure draft can be obtained at the FASB’s Web site, 
www.fasb.org.
Proposed Bulletin Offers Accounting Guidance for 
Financial Assets
The FASB has published a proposed Technical Bulletin that 
would provide guidance on accounting for financial assets secu­
ritized using a special-purpose entity. The proposed Bulletin 
addresses questions including those raised by the application of 
consolidation procedures in ARB 51, Consolidated Financial 
Statem ents, and accounting for debt securities under FASB 
Statement No. 115, Accounting fo r Certain Investments in Debt 
and Equity Securities. The FASB is currently addressing com­
ment letters received on this proposed bulletin.
Special Report Addresses Frequently Asked Questions
The FASB has published a third edition of a special report that 
addresses the most frequently asked questions about FASB 
Statement No. 125. The report is designed as an aid to under­
standing and implementing that Statement.
The special report is presented as a series o f questions and an­
swers. Topics include control criteria, measurement o f assets 
and liabilities upon completion of a transfer, servicing assets
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and servicing liabilities, financial assets subject to prepayment, ex­
tinguishment o f liabilities, and secured borrowings and collateral.
The special report can be obtained through the FASB, at 
800-748-0659.
Consolidation of Special Purpose Entities
An issue frequently encountered related to securitizations o f fi­
nancial assets is the consolidation of a special purpose entity 
(SPE). Specifically, a question arises regarding the appropriate 
accounting guidance that should be referred to when determin­
ing whether an SPE used in securitizing financial assets should 
be consolidated.
The answer depends on whether the SPE is a qualifying SPE 
(QSPE), as defined in FASB Statement No. 125. I f  the SPE is a 
QSPE, the transferor must follow the guidance in EITF Issue 
96-20, Im pact o f FASB Statement No. 125 on Consolidation o f 
Special-Purpose Entities. For all other SPEs, a transferor (or 
sponsor or creator, as applicable) should continue to apply the 
consolidation criteria o f EITF Topic D-14, Transactions Involv­
ing Special Purpose Entities, and EITF Issue 90-15, Im pact o f  
Nonsubstantive Lessors, Residual Value Guarantees, and Other 
Provisions in Leasing Transactions, as appropriate.
Among the requirements of EITF Topic D-14 and Issue 90-15 
are that an SPE must have an initial substantive residual equity 
capital investment (3 percent at a minimum); that investment 
must represent an equity interest in legal form and must be sub­
ordinate to all debt interests.
Related EITF Issues and Topics
Topic D-52 of Appendix D to E IT F  Abstracts addresses the im­
pact o f FASB Statement No. 125 on EITF issues. In addition to 
those EITF issues, you also may want to familiarize yourself 
with the guidance contained in the following issues and topics, 























Impact of Nonsubstantive Lessors, Residual Value Guarantees, 
and Other Provisions in Leasing Transactions
Recognition of Interest Income and Balance Sheet 
Classification of Structured Notes
Debtor's Accounting for a Substantive Modification and 
Exchange of Debt Instruments
Impact of FASB Statement No. 125 on Consolidation of 
Special-Purpose Entities
Accounting for Fees and Costs Associated with Loan 
Syndications and Loan Participations after the Issuance 
of FASB Statement No. 125
Application of Issue No. 96-20 to Qualifying Special-Purpose 
Entities Receiving Transferred Financial Assets Prior to the 
Effective Date of FASB Statement No. 125
Accounting for Exchanges of Similar Equity Method Investments
Accounting for Transfers of Investments That Are in 
Substance Real Estate
Application of Issue No. 96-13 to Forward Equity Sales 
Transactions
Debtor's Accounting for Changes in Line-of-Credit or 
Revolving-Debt Arrangements
Structured Notes Acquired for a Specified Investment Strategy 
Transactions Involving Special Purpose Entities
Call Options “Embedded” in Beneficial Interests Issued by a 
Qualifying Special-Purpose Entity
Maintaining Collateral in Repurchase Agreements and 
Similar Transactions under FASB Statement No. 125
Effect of a Special-Purpose Entity’s Powers to Sell, Exchange, 
Repledge, or Distribute Transferred Financial Assets under 
FASB Statement No. 125
Isolation of Assets Transferred by Financial Institutions under 
FASB Statement No. 125
Gain Recognition on Transfers of Financial Assets under 
FASB Statement No. 125
When to Recognize Gains and Losses on Assets Transferred to 
a Qualifying Special-Purpose Entity
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Executive Summary— FASB Statement No. 125 Issues and 
Securitizations
• The FASB has issued an exposure draft of an amendment to FASB 
Statement No. 125.
• The FASB has issued a proposed Technical Bulletin that would 
provide guidance on accounting for financial assets securitized 
using a special-purpose entity.
• The FASB has published a third edition of a special report that ad­
dresses the most frequently asked questions about FASB Statement 
No. 125.
• Topic D-52 of Appendix D to EITF Abstracts addresses the impact 
of FASB Statement No. 125 on EITF issues.
FASB Statement No. 133, Accounting for Derivative Instruments 
and Hedging Activities
Effective Date Delayed
The FASB issued Statement No. 133, Accounting fo r Derivative 
Instruments and Hedging Activities (FASB, O riginal Pronounce­
ments, vol. 1, sec. D50), in June 1998, with an initial effective 
date o f June 15, 1999. Citing concerns about companies’ ability 
to modify their information systems and educate their man­
agers in time to apply FASB Statement No. 133, the FASB has 
delayed its effective date for one year, to fiscal years beginning 
after June 15, 2000. The delay, published as FASB Statement 
No. 137, applies to quarterly and annual financial statements.
Possible Effects on Mortgage Lenders
Although FASB Statement No. 133 will have substantial effects 
on many companies; particularly affected will be mortgage 
lenders and servicers that use derivatives to hedge their servic­
ing portfolios. These institutions often carry derivatives that 
rise in value when interest rates fall, to offset the losses that 
those falling interest rates cause to their servicing portfolios. 
Many people in the industry believe that the new accounting 
requirements o f FASB Statement No. 133 will create much 
more earnings volatility at those mortgage companies, which
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the stock market views negatively. Nevertheless, some within 
the industry believe that FASB Statement No. 133 will force 
management of mortgage lenders and servicers to review their 
hedges and servicing portfolios in a more regular and disci­
plined manner.
Implementation Guidance Available
The FASB created a task force known as the Derivatives Imple­
mentation Group to help answer significant questions that 
companies will face when they begin implementing FASB 
Statement No. 133.
The Derivatives Implementation Group has issued guidance on 
numerous FASB Statement No. 133 implementation issues. 
This guidance can be found and downloaded at the FASB Web 
site at www.fasb.org. Some of the many topics addressed by the 
implementation group include—
• Definition of a derivative.
•  Embedded derivatives.
•  Scope exceptions.
•  Complex combinations o f options.
•  Hedging foreign-currency-denominated interest payments.
•  Transition provisions.
Interim Regulatory Guidance Issued
Under the auspices o f the FFIEC, the FRB, FDIC, O CC, and 
OTS have issued interim regulatory reporting and capital guid­
ance on FASB Statement No. 133 derivative transactions. This 
guidance can be found at the Web sites o f the various agencies.
Regulatory Reporting. For purposes of the Call Report, FR Y-9C, 
and TFR, changes in the fair value of many derivatives are to be 
reflected in net income. However, FASB Statement No. 133 re­
quires that the effective portion o f the change in the fair value 
of derivatives used in certain types o f hedges (cash flow hedges)
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be excluded from net income and reflected on the balance sheet 
in a separate component of equity (referred to as “accumulated 
other comprehensive income” in FASB Statement No. 133). For 
banks and bank holding companies, until any revisions are 
made to the relevant regulatory reports, those accumulated 
changes in fair value should be reported on the same Call Re­
port and FR Y-9C lines that are used to report net unrealized 
holding gains (losses) on available-for-sale securities. For sav­
ings associations, those accumulated changes in fair value 
should be reported on the same T FR  line that is used to report 
other components o f equity capital.
Regulatory Capital. Until the agencies determine otherwise, the 
separate component of equity resulting from cash flow hedges 
should not be included in (that is, should be excluded from) 
regulatory capital. In addition, the existing risk-based capital 
treatment for derivatives remains in effect, pending further re­
view. In other words, recording a derivative on the balance sheet 
under FASB Statement No. 133 will not change the risk- 
weighted asset amount for that derivative. The implementation 
o f FASB Statement No. 133, however, may still affect an insti­
tutions regulatory capital. Changes in the fair value o f deriva­
tives that are recognized in net income will be included in 
undivided profits (retained earnings for bank holding compa­
nies and savings associations), which is a component o f Tier 1 
capital. Furthermore, the on-balance-sheet reporting o f deriva­
tives may affect the total assets reported by banking organiza­
tions with derivatives, directly affecting the institutions 
leverage ratio.
The agencies are evaluating the impact o f FASB Statement No. 
133 on regulatory reporting and capital in conjunction with 
other supervisory issues. However, pending the completion of 
that analysis, banking organizations should follow the regula­
tory reporting guidance and capital treatment summarized in 
this Alert and more fully described on the Web sites o f the ap­
propriate regulatory agencies. You may want to monitor the 
Web sites of the FFIEC and other regulatory agencies to keep 
abreast o f developments in this area.
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Risk Management of Derivatives
O CC Bulletin 99-2, Risk Management o f Financial Derivatives 
and Bank Trading Activities— Supplemental Guidance, summa­
rizes risk management and control issues associated with a broad 
range of banking activities involving financial derivatives, in­
cluding hedge funds and highly leveraged institutions. The Bul­
letin identifies the following risk management systems issues: 
(1) price risk management, (2) credit risk management, (3) 
transaction risk management, (4) compliance risk management, 
and (5) corporate risk oversight. National bank examiners use 
O CC Bulletin 99-2 for guidance when reviewing the design of 
national banks’ risk management systems. Bulletin 99-2 can be 
obtained on the O C C  Web site at www.occ.treas.gov.
Formal Documentation Under FASB Statement No. 133
Upon adoption of FASB Statement No. 133, an entity is required 
to designate all hedging relationships anew and must comply 
with the formal documentation requirements of the standard as 
o f the date of adoption. The standard stresses the need for the 
formal documentation to be prepared contemporaneously with 
the designation of the hedging relationship. The items the formal 
documentation must identify include the following:
•  The entity’s risk management objectives and strategies 
for undertaking the hedge
•  The nature o f the hedged risk
•  The derivative hedging instrument
•  The hedged forecasted transaction
•  A description o f how the entity will assess hedge effec­
tiveness
When the hedged item is a forecasted transaction, the docu­
mentation of the hedged item must be sufficiently specific so 
when a transaction occurs, it is clear whether or not that partic­
ular transaction is the hedged transaction. The documenta­
tion also must specify the method to be used for assessing
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hedge effectiveness. FASB Statement No. 133 requires that an 
entity use the chosen method consistently throughout the 
hedge period to (1) assess, at inception o f the hedge and on an 
ongoing basis, whether it expects the hedging relationship to be 
highly effective in achieving offset and (2) determine hedge in­
effectiveness.
The SEC staff has challenged the appropriateness o f hedge ac­
counting when registrants have not complied with FASB State­
ment No. 133 s formal documentation requirements.
Transfers o f Securities at Date of Initial Application
Under the transition provisions of FASB Statement No. 133 
(see paragraph 54), an entity may transfer, at the date o f initial 
application o f FASB Statement No. 133, any debt security clas­
sified as held-to-maturity pursuant to FASB Statement No. 
115, Accounting fo r  Certain Investments in Debt and Equity Se­
curities, into the available-for-sale category or the trading cate­
gory. Such reclassification shall not call into question an 
entity’s intent to hold other debt securities to maturity in the 
future. The transition provisions further require that the unre­
alized holding gain or loss on a transferred held-to-maturity se­
curity be reported as part o f  the cumulative-effect-type 
adjustment of net income if transferred to the trading category, 
or as part o f the cumulative-effect-type adjustment o f accumu­
lated other comprehensive income if transferred to the available- 
for-sale category.
The SEC staff believes that any security transferred from held- 
to-maturity pursuant to the adoption o f FASB Statement No. 
133 and sold in the same reporting quarter should have been 
transferred to the trading category. Thus, any unrealized gain or 
loss on the security that exists on the date o f transfer would be 
reported in net income as part o f the cumulative effect o f adopt­
ing FASB Statement No. 133 and not included in the gain or 
loss on the sale of the security.
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Independence Standards Board Interpretation 99-1, Impact on 
Auditor Independence o f Assisting Clients in the Implementation 
o f FAS 133 (Derivatives)
See the “Independence Standards Board Issues Guidance” sec­
tion o f this Alert for information about this interpretation, 
which provides guidance on the auditor independence implica­
tions o f assisting your client with the implementation o f FASB 
Statement No. 133.
Executive Summary— FASB Statement No. 133, Accounting for De­
rivative Instruments and Hedging Activities
• The FASB has delayed the effective date of FASB Statement No. 
133 for one year, to fiscal years beginning after June 15, 2000.
• Mortgage lenders and servicers that use derivatives to hedge their 
servicing portfolios may be especially affected by FASB Statement 
No. 133.
• The FASB's Derivatives Implementation Group has issued guid­
ance on numerous Statement No. 133 implementation issues.
• Interim regulatory guidance concerning FASB Statement No. 133 
has been issued by the regulatory agencies. These agencies con­
tinue to analyze the effects of the Statement on regulatory report­
ing and capital.
• OCC Bulletin 99-2 summarizes risk management and control is­
sues associated with a broad range of banking activities involving 
financial derivatives, including hedge funds and highly leveraged 
institutions.
• The SEC staff has challenged the appropriateness of hedge ac­
counting when registrants have not complied with FASB State­
ment No. 133's formal documentation requirements.
• The SEC staff believes that any security transferred from held-to- 
maturity pursuant to the adoption of FASB Statement No. 133 
and sold in the same reporting quarter should have been trans­
ferred to the trading category.
Hedge Accounting Issues
For institutions that have not yet adopted FASB Statement No. 
133, guidance related to hedge accounting includes FASB
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Statement No. 80, Accounting fo r  Futures Contracts (FASB, 
Current Text, vol. 3, Appendix E), and EITF Topic D-64, Ac­
counting fo r  D erivatives U sed to Hedge Interest R ate Risk 
(FASB, E IT F  Abstracts, vol. 2, Appendix D). You may also want 
to familiarize yourself with the following reminders about 
macro hedging and hedging with intercompany derivatives.
Macro Hedging
Under FASB Statement No. 80 (and as outlined in EITF Topic 
D-64), macro hedging is not permitted. Under FASB Statement 
No. 80, hedge criteria include (1) designation o f a derivative in­
strument to an individual item or group of essentially similar 
items; (2) the probability o f a high correlation of changes in the 
market value of the futures contract(s) and the fair value of, or 
interest income or expense associated with, the hedged item(s); 
and (3) enterprise risk reduction.
Hedging With Intercompany Derivatives
Fundamental to FASB Statement No. 8 0 's enterprise risk reduc­
tion model is that the derivative hedging instrument be trans­
acted with an unrelated third party. For any intercompany 
derivative instrument designated as a hedging instrument after 
January 1, 1999, there must exist documentation, prepared con­
temporaneously, which demonstrates that the notional amount, 
duration, interest rate risk, currency risk, commodity risk, and 
other risks associated with such intercompany derivative con­
tracts have been layed off to unrelated third parties. For inter­
company derivative contracts designated after January 1, 1999, 
that do not meet these requirements, an institution should elim­
inate their impact in  preparing consolidated financial statements 
in accordance with ARB No. 5 1, Consolidated Financial State­
ments (FASB, Current Text, vol. 1, sec. C51). In addition, these 
intercompany derivative contracts will not qualify as hedging in­
struments in the consolidated financial statements.
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Periodically Reassessing a Credit Union’s Application of FASB 
Statement No. 91
Some credit unions did not initially apply FASB Statement No. 
91, Accounting fo r Nonrefundable Fees and Costs Associated with 
O riginating or A cquiring Loans an d  In itia l D irect Costs o f  
Leases, because the financial effect was considered immaterial. 
However, given that credit union real estate portfolios have 
been growing recently, you may want to determine whether 
mortgage fees are material. I f  they are, you should determine 
whether the credit union has complied with requirements o f 
FASB Statement No. 91.
Current Technologies Affecting Your Engagement
How do the year 2000 and electronic commerce affect the audit 
engagement?
Year 2000 and Financial Institutions
Current Status— Most Institutions Appear Prepared
The banking and credit union industry by and large appear to be 
ready for the year 2000. Early and exhaustive efforts by institu­
tions and regulators have apparently paid off. The vast majority 
of financial institutions appear to have remediated their systems 
and are not expected to suffer major year 2000 problems.
O f course the full truth about year 2000 problems will not be 
known until the third millennium begins.
Some Important Year 2000 Considerations for 
Financial Institutions
Readiness o f Foreign Institutions. It appears that institutions, 
governments, and companies in many second- and third-world 
countries are unprepared for the year 2000. U.S. institutions 
transacting business with entities in those countries may face 
risks if  those foreign entities experience year 2000 problems 
and breakdowns. Some experts, however, believe that year
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2000 difficulties in these unprepared foreign countries will not 
be severe due to the lack o f automation and the low reliance on 
technology that characterizes those nations.
Creditworthiness o f Borrowers. The approach o f the year 2000 
creates potentially adverse effects on the creditworthiness o f 
borrowers. The credit quality o f a loan may be affected by the 
failure o f a borrower's operating or other systems as a conse­
quence o f a Year 2000 Issue or a borrower's failure to comply 
with debt covenant terms regarding Year 2000 Issues. Financial 
institutions should develop processes to identify, assess, and 
control the potential year 2000 credit risk in their lending and 
investment portfolios.
Liquidity Planning. Although regulators do not anticipate any 
major or prolonged difficulties accessing cash in connection 
with the century date change, the public may do its own con­
tingency planning by holding extra cash during the century 
rollover period. To be prepared for such an occurrence, the Fed­
eral Reserve will be ready to issue more currency into circula­
tion. In addition, the Federal Reserve will take steps to ensure 
that financial institutions will be able to obtain currency in a 
timely manner to meet the needs o f customers. Special liquidity 
facilities have been created for institutions to access during the 
century rollover.
Regulators also expect financial institutions to launch their own 
contingency planning efforts to be adequately positioned to 
meet the liquidity demands that may be placed by their cus­
tomer bases.
Service Providers and Software Vendors. Many financial institu­
tions use service providers and software vendors in operating 
critical business functions and, as a result, are relying on these 
entities to ensure that their systems operate correctly after the 
century date change.
Regulators require financial institutions relying on vendors for 
information-processing services or products to establish a 
process to determine their vendors’ progress in resolving year 
2000 issues and the readiness o f their own systems and data for
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appropriate testing. This process should enable an institutions 
management to identify the obligations of the institution and 
its service providers and software vendors, to establish an effec­
tive monitoring program of the renovation phase, to establish a 
process for testing the renovated products and services, and to 
adopt contingency plans in the event o f information systems 
disruptions. The FFIEC has issued an interagency policy state­
ment titled Guidance Concerning Institution Due Diligence in 
Connection with Service Provider an d  Software Vendor Year 
2000  Readiness. You can obtain this document at the FFIEC 
Web site, at www.ffiec.gov/y2k/vendor.htm.
Year 2000-Related Fraud. The year 2000 computer problem 
may create opportunities for fraud against financial institutions 
and customers. The FFIEC has issued guidance that encourages 
institutions to enhance internal controls and security proce­
dures and to communicate with customers about how to pro­
tect against year 2000-related fraudulent schemes. This 
advisory can be obtained at the FFIEC  Web site at www. 
ffiec.gov/y2k/fraud.htm.
Examples o f potential areas o f higher risk related to the year 
2000 include increased cash on hand, vault ratings being ex­
ceeded, scam artists contacting customers claiming to be per­
forming a year 2000 task and in need o f their account number 
or password.
Institutions should take a number of steps to deter year 2000- 
related fraud. For example, they should—
• Review security measures pertaining to cash storage, au­
tomated teller machine use, branch activity, and elec­
tronic transfers.
•  Monitor large suspense accounts and unreconciled accounts.
•  Verify that financial postings and reconciliations are per­
formed properly and promptly.
•  Limit access to computer systems.
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Accounting and Auditing Guidance for CPAs
CPAs need to be aware o f the risks associated with the Year 
2000 Issue, the year 2000 accounting and auditing guidance 
that has been developed, and their related responsibilities.
First, it must be understood that it is the responsibility o f an in­
stitution’s management— not o f the auditor— to assess and 
remedy the effects o f the year 2000 on an institutions systems. 
The year 2000 does not create additional responsibilities for the 
auditor. Under generally accepted auditing standards (GAAS), 
the auditor has a responsibility to plan and perform the audit to 
obtain reasonable assurance about whether the financial state­
ments are free o f material misstatement, whether caused by 
error or fraud. Thus, the auditor's responsibility relates to the 
detection of material misstatement o f the financial statements 
being audited, whether caused by the year 2000 or by some 
other cause.
Many auditing and accounting issues exist related to the Year 
2000 Issue, including audit planning, going-concern issues, 
establishing an understanding with the client, valuation, im­
pairment, revenue and expense recognition, and disclosure. 
These issues are fully discussed in Audit R isk Alert—  
1999/2000. To obtain this Alert, call the AICPA Order D e­
partment at 888-777-7077.
Executive Summary— Year 2000 and Financial Institutions
• The banking and credit union industry by and large appears to be 
ready for the year 2000, however the truth cannot be known until 
the century date change.
• Important year 2000 considerations include the readiness of for­
eign institutions, the creditworthiness of borrowers, liquidity plan­
ning, the reliability of service providers and software vendors, and 
fraud.
• The AICPA general Audit Risk Alert—1999/2000 contains a thor­
ough description of year 2000 audit and accounting issues.
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Electronic Commerce Introduces Additional Risks and 
Control Considerations
Electronic commerce and banking systems have become increas­
ingly common in financial institutions. The availability o f elec­
tronic banking continues to increase and the kinds o f services 
provided through electronic banking continues to evolve. The 
broad-based acceptance o f electronic commerce by the business 
community, along with rapid technological advancements, has re­
sulted in an increase in the volume and types o f business transac­
tions being conducted electronically. This includes retail 
consumers, who use it for electronic banking and financial trans­
actions, and expanding network services, such as the Internet.
Potential Abuses and Concerns
Traditional electronic data interchange (EDI) transactions are 
typically conducted between parties that are acknowledged 
trading partners. These arrangements are typically formalized by 
a contract that sets forth key transaction and dispute-resolution 
principles. Unlike ED I, however, many o f today’s electronic 
transactions are being conducted over unsecured networks, 
such as the Internet. As a result, the potential for fraud, dispute, 
and other business risks is much greater. In addition, other 
problems, many o f which are unique to electronic environ­
ments, will need to be addressed. Some of the potential abuses 
and concerns that are likely to proliferate in this new environ­
ment include the following:
•  Attackers or competitors may attempt to circumvent a sys­
tem’s security to obtain access to confidential data, imper­
sonate legitimate customers, steal proprietary information, 
intentionally corrupt information, misappropriate funds, 
and so on.
•  Transactions traveling through a network are likely to be 
subject to numerous processing steps, translations, and 
other processes. These activities introduce such risks as 
unintentional errors, lost transactions, and duplication of 
transactions.
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•  Electronic messages lack traditional identifiers (for exam­
ple, letterheads, logos, authorizing signatures, face-to- 
face contact, and the like) and thereby increase the risk 
that you may unintentionally deal with the wrong party, 
or deal with someone impersonating another party.
•  The use of digital signatures and other encryption tech­
nology may mitigate transaction authentication risks. 
These technologies often require the services o f a trusted 
individual or trusted system to verify that keys and digital 
signatures actually belong to a designated individual 
(similar to a notary public function or a securities signa­
ture guarantee). There is the risk of abuse o f this trusted 
relationship and a related need for assurance regarding 
the activities o f the trustee (organization, individual, sys­
tem, and so on) See the “Computer Crime” and “Fraud 
Update and Typical Audit Problems” sections o f this 
Alert for further information.
Financial institutions involved in electronic banking, whether 
primarily Web based or those using the Internet as a new delivery 
channel in conjunction with traditional delivery channels, must 
establish policies to address the potential risks posed, including—
• The risk that the integrity o f the institution's financial in­
formation may be compromised.
•  The risk o f unauthorized access to the financial institu­
tion's systems and databases.
The banking regulatory agencies have issued numerous guide­
lines on sound policies and practices associated with electronic 
banking activities. This guidance can be found at the Web sites 
o f the various agencies.
Advice to Help You Audit in an Electronic 
Commerce Environment
Electronic banking may allow for unauthorized access to an in­
stitution's financial information processing systems and data­
bases. Therefore, you may want to evaluate and assess the
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institution's internal control over and assess the control risk as­
sociated with access to the financial systems and databases sup­
porting the preparation of financial statements. When making 
these evaluations, you may consider (1) controls over user access 
to financial information processing systems, including program 
changes, and access to data files; (2) controls over the accurate 
conversion o f data to new or upgraded systems and the implica­
tions for financial reporting; and (3) new technology develop­
ments and budgets for technology upgrades.
Auditors finding it necessary to test the controls over electronic 
banking may consider the use o f computer-assisted auditing 
techniques to assess the ability o f unauthorized access into the 
institutions financial information technology. Moreover, you 
may want to consider using continuous audit practices to test 
the effectiveness o f controls. A continuous audit is defined as a 
methodology that enables auditors to provide written assurance 
on a subject matter using a series o f auditors’ reports issued si­
multaneously with, or a short period o f time after, the occur­
rence o f events underlying the subject matter. (The AICPA has 
published a Research Report titled Continuous Auditing, which 
can be obtained by calling the AICPA at 888-777-7077 and 
asking for Product No. 022510kk.)
SAS No. 31, Evidential M atter, as amended by SAS No. 80, 
Amendment to Statement on Auditing Standards No. 31, Evi­
dential Matter (AICPA, Professional Standards, vol. 1, AU sec. 
326), provides guidance for auditors who have been engaged to 
audit an entity’s financial statements when significant informa­
tion is transmitted, processed, maintained, or accessed electron­
ically. In addition, the AICPA Auditing Procedure Study The 
Information Technology Age: Evidential M atter in the Electronic 
Environment provides additional guidance on applying SAS 
No. 31 in the audit o f financial statements o f an institution 
where significant information is transmitted processed, main­
tained, or accessed electronically.
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Web Site Compliance
Financial institution Web sites constitute advertising media and 
as such should comply with financial disclosure laws and regu­
lations. The pertinent regulations were written when print 
media was the primary area o f focus. Electronic media, particu­
larly Web sites, raise issues not contemplated when the regula­
tions were written. This area o f regulatory compliance is 
evolving and as such, although it may fall outside o f your audit 
responsibilities, you may want to advise your clients to monitor 
developments in Web site disclosure requirements by reviewing 
these issues with their attorneys and their regulator.
Executive Summary— Electronic Commerce Introduces Additional 
Risks and Control Considerations
• Many of today's electronic transactions are being conducted over 
unsecured networks, such as the Internet. As a result, the potential 
for fraud, dispute, and other business risks is great.
• Some of the potential abuses and concerns are the circumvention 
of the systems security to access confidential data, the risk of deal­
ing with the wrong party, and the reliance on a trusted entity to 
mitigate authentication risk.
• Institutions must develop effective electronic commerce policies to 
address the risks posed. Regulators have issued guidance to help es­
tablish those policies.
• You may want to evaluate the institution’s internal control over 
and assess the control risk associated with access to the entity’s fi­
nancial systems and databases.
• Financial institution Web sites constitute advertising media and as 
such should comply with financial disclosure laws and regulations.
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Independence and Ethics Alert
What new independence and ethics information helps you maintain your 
integrity?
Complying With Independence Requirements
As a CPA, you should be independent in the performance of 
professional services as required by standards promulgated by 
the AICPA Council. In the performance o f professional services 
requiring independence, you should consult the rules o f your 
state board o f public accountancy; your state CPA society, if  ap­
plicable; the Independence Standards Board if  your client is a 
registrant o f the SEC; the U.S. Department o f Labor (DOL) if 
your client or the client's sponsor is required to report to the 
DOL; and any other regulatory or private organization that is­
sues or enforces standards o f independence.
Maintain a Quality Control System to Identify 
Independence Issues
The key to maintaining auditor independence is effective qual­
ity controls that identify and resolve auditor independence is­
sues before an audit engagement. Quality Control Standard No. 
2, System o f Quality Control fo r  a  CPA Firm s’ Accounting and  
Auditing Practice1 (AICPA, Professional Standards, vol. 2, Q C 
sec. 20.14), requires that “policies and procedures should be es­
tablished to provide the firm with reasonable assurance that 
personnel maintain independence (in fact and in appearance) in 
all required circumstances.” Such quality controls may include 
the maintenance o f a routinely updated database o f clients and 
affiliates, a system for recording security purchases made by 
your employees, partners, and your firm's retirement plan, and a 
matching o f those security purchases with the database of 
clients.
1 Firms that are enrolled in an AICPA-approved practice-monitoring program are 
obligated to adhere to quality control standards established by the AICPA.
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Follow the AICPA Code of Professional Conduct
You are bound by the AICPA Code o f Professional Conduct. 
Among the standards included in the Code are those relating to 
independence.
Help Desk—You can get help with independence or other 
ethics-related questions by calling the AICPA Ethics Hotline 
at 888-777-7077. The Code o f Professional Conduct can be 
ordered by calling the AICPA Order Department at the same 
phone number.
Remember to read the “Professional Ethics Rulings and Inter­
pretations” section o f this Alert for recently issued statements 
concerning independence and ethics.
Independence Standards Board Issues Guidance
The Independence Standards Board (ISB) recently took the fol­
lowing actions. Remember that pronouncements o f the ISB 
apply to audits o f public companies only.
Issuance of ISB Standard No. 1, Independence Discussions with 
Audit Committees
This Standard requires an auditor o f a public company to at 
least annually—
• Disclose to the audit committee o f the company (or the 
board o f directors if  there is no audit committee), in writ­
ing, all relationships between the auditor and its related 
entities and the company and its related entities that in 
the auditor's professional judgment may reasonably be 
thought to bear on independence.
•  Confirm in the letter that, in its professional judgment, it 
is independent o f the company within the meaning of the 
securities acts.
•  Discuss its independence with the audit committee.
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This Standard is effective for audits o f companies with fiscal 
years ending after July 15, 1999, with earlier application en­
couraged. The Standard is posted on the ISB Web site at 
www.cpaindependence.org.
AICPA Implementation Guidance. The AICPA issued Practice 
Alert 99-1, Guidance fo r Independence Discussions With Audit 
Committees, to assist firms in evaluating and enhancing their 
policies and procedures for identifying and communicating 
with audit committees those judgmental matters that may rea­
sonably be thought to bear on the auditor's independence. The 
Practice Alert provides examples o f certain relationships that 
may be thought to bear on the auditor’s independence, safe­
guards to ensure independence, a sample letter to an audit com­
mittee, and other implementation guidance. Practice Alert 99-1 
can be found on the AICPA Web site at www.aicpa.org.
Issuance of ISB Interpretation 99-1, Impact on Auditor 
Independence o f Assisting Clients in the Implementation o f FAS 
133 (Derivatives)
This Interpretation provides guidance on the auditor indepen­
dence implications of likely areas o f requested assistance, solely 
with respect to the implementation o f FASB Statement No. 
133, Accounting fo r Derivative Instruments and Hedging Activi­
ties. The ISB has concluded that the auditor may provide con­
sulting services on the proper application o f FASB Statement 
No. 133, including assisting a client in gaining a general under­
standing o f the methods, models, assumptions, and inputs used 
in computing a derivative's value. To ensure, however, that the 
auditor's independence is not threatened, as discussed in para­
graph 4 o f the Interpretation, the auditor may not prepare ac­
counting entries, compute derivative values, or be responsible 
for key assumptions or inputs used by the client in computing 
derivative values. The Interpretation includes illustrative lists of 
permitted and prohibited services.
This particular project made clear the need for general guidance 
on the extent of assistance that you can provide your audit clients 
when providing asset valuation services without impairing your
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independence. Accordingly, the ISB has established a task force 
to provide guidance on the provision o f certain auditor ap­
praisal and valuation services and the impact on the auditor's 
independence.
Release for Public Comment o f Discussion Memo 99-1, 
Employment with Audit Clients
This Discussion Memo (DM) addresses the independence im­
plications of auditors going to work for their audit clients. The 
D M  outlines the potential threats to auditor independence 
posed by auditor employment by clients and presents the pros 
and cons o f safeguards as an approach to protect auditor inde­
pendence versus a “mandatory cooling-off period” (a period of 
time that must elapse before an auditor takes a job at the client 
to prevent a compromise o f his former firm’s independence.) 
DM  99-1 can be obtained at the ISB Web site.
The ISB is expected to consider comments received on DM  99- 
1 and issue an exposure draft on new standards for public com­
ment in the fourth quarter o f 1999.
Release for Public Comment o f DM  99-2, Evolving Forms o f  
Firm Organization and Structure
This DM  investigates such issues as the independence implica­
tions of corporations buying the nonattest business o f account­
ing firms, employing the auditor on a part-time basis, and public 
offerings o f an interest in a firm’s consulting practice. The DM  
attempts to identify threats to auditor independence that are 
common to these structures, so any resulting guidance can be 
applied, by analogy, to new structures not yet contemplated.
Issuance of Invitation to Comment 99-1, Family Relationships 
Between the Auditor and the Audit Client
This Invitation to Comment (ITC) addresses the independence 
ramifications o f family relationships between audit firm profes­
sionals and officers and employees o f an audit client. The ITC 
discusses possible threats to independence, controls that CPA
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firms could implement, and the existence of certain family rela­
tionships that might impair independence despite mitigating 
controls. ITC 99-1 can be obtained at the ISB Web site.
Other Issues
The ISB is considering and working on a variety of issues, in­
cluding a conceptual framework that will serve as the founda­
tion for the development o f principles-based independence 
standards. Other projects on its agenda include mutual funds, 
outsourcing arrangements, and legal services. Issue summaries 
and other information can be obtained at the ISB Web site.
Professional Ethics Rulings and Interpretations
For full information about the interpretations and rulings dis­
cussed in this section, visit the Professional Ethics Team Web 
page at www.aicpa.org/members/div/ethics/index.htm. You can 
also call the Professional Ethics Team at 888-777-7077, menu 
option 2, followed by menu option 2.
AICPA Code o f Professional Conduct Revisions
The Professional Ethics Executive Committee revised the follow­
ing Interpretations to the AICPA Code of Professional Conduct:
•  Interpretation No. 101-3, “Performance o f Other Ser­
vices,” o f ET  section 101, Independence (AICPA, Profes­
sional Standards, vol. 2, E T  sec. 101.05) (Interpretation 
101-3 addresses the performance o f other nonattest ser­
vices for attest clients.)
The committee also deleted the following ethics rulings under 
Rule 101, as they have been incorporated into this revised In­
terpretation: Ruling No. 3, “Member as Signer or Cosigner of 
Checks,” o f ET  section 191, Ethics Rulings on Independence, In­
tegrity, and Objectivity (AICPA, Professional Standards, vol. 2, 
E T  sec. 191.005-.006); Ruling No. 4, “Payroll Preparation Ser­
vices,” o f ET  section 191 (AICPA, Professional Standards, vol. 
2, E T  sec. 191.007—.008); Ruling No. 7, “Member Providing
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Contract Services,” o f E T  section 191 (AICPA, Professional 
Standards, vol. 2, E T  sec. 1 9 1 .0 1 3 -.0 l4 ); Ruling No. 39, 
“Member as Officially Appointed Stock Transfer Agent or Reg­
istrar,” o f ET section 191 (AICPA, Professional Standards, vol. 
2, E T  sec. 191.077-.078); Ruling No. 51, “Member Providing 
Legal Services,” o f  E T  section 191 (AICPA, Professional Stan­
dards, vol. 2, E T  sec. 191.101—.102); Ruling No. 54, “Member 
Providing Appraisal, Valuation, or Actuarial Services,” o f ET  
section 191 (AICPA, Professional Standards, vol. 2, E T  sec. 
191.107-.108); Ruling No. 55, “Independence During Systems 
Im plementation,” o f E T  section 191 (AICPA, Professional 
Standards, vol. 2, E T  sec. 191.109—.110); and Ruling No. 56, 
“Executive Search,” o f E T  section 191 (AICPA, Professional 
Standards, vol. 2, E T  sec. 191.111—.112).
•  Interpretation No. 102-1, “Knowing Misrepresentations 
in the Preparation o f Financial Statements or Records,” 
o f E T  section 102, Integrity and Objectivity (AICPA, Pro­
fessional Standards, vol. 2, ET  section 102.02)
•  Interpretation No. 501-4, “Negligence in the Preparation 
o f Financial Statements or Records,” o f E T  section 501, 
Acts Discreditable (AICPA, Professional Standards, vol. 2, 
E T  section 501.05)
•  “ Interpretation Addressing the Applicability o f the 
AICPA Code o f Professional Conduct,” of ET  section 91, 
Applicability (AICPA, Professional Standards, vol. 2, ET  
section 91.02)
•  “Client,” o f ET  section 92, Definitions (AICPA, Profes­
sional Standards, vol. 2, E T  sec. 92.01)
•  Interpretation No. 101-2, “Former Practitioners and 
Firm Independence,” o f E T  section 101, Independence 
(AICPA, Professional Standards, vol. 2, E T  sec. 101.04)
•  Interpretation No. 505-2, “Application of Rules o f Con­
duct to Members Who Own a Separate Business,” o f ET 
section 505, Form, o f  Organization an d  Name (AICPA, 
Professional Standards, vol. 2, ET  sec. 505.03)
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•  Interpretation No. 101-1, “Interpretation of Rule 101,” 
o f E T  section 101 (AICPA, Professional Standards, vol. 2, 
ET  sec. 101.02)
•  Interpretation No. 101-13, “Extended Audit Services,” of 
E T  section 101 (AICPA, Professional Standards, vol. 2, 
ET  sec. 101.15)
New Ethics Interpretations Adopted
The Professional Ethics Executive Committee adopted the fol­
lowing new ethics Interpretations:
•  Interpretation No. 501-7, “Failure to File Tax Return or 
Pay Tax Liability,” o f E T  section 501 (AICPA, Profes­
sional Standards, vol. 2, E T  sec. 501.08)
•  Interpretation No. 101-14, “ The Effect o f Alternative 
Practice Structures on the Applicability o f Independence 
Rules,” o f E T  section 101 (AICPA, Professional Stan­
dards, vol. 2, E T  sec. 101.16)
•  Interpretation No. 505-3, “Application o f Rule 505 to 
Alternative Practice Structures,” o f E T  section 505 
(AICPA, Professional Standards, vol. 2, ET sec. 505.04)
Ethics Interpretation Deleted
The Professional Ethics Executive Committee deleted the fol­
lowing Interpretation:
•  Interpretation No. 505-1, “ Investment in Accounting 
Organization,” o f E T  section 505 (AICPA Professional 
Standards, vol. 2, E T  sec. 505.02.)
Ruling Revised
The Professional Ethics Executive Committee revised the fol­
lowing Ruling:
•  Ruling No. 191, “Member Removing Client Files From 
an Accounting Firm,” o f ET  section 591, Ethics Rulings
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on Other Responsibilities and Practices (AICPA, Profes­
sional Standards, vol. 2, E T  sec. 591.381-.382)
Ethics Rulings Adopted
The Professional Ethics Executive Committee adopted the fol­
lowing new ethics rulings:
•  Ruling No. 110, “Member Is Connected With an Entity 
That Has a Loan to or From a Client,” o f ET section 191 
(AICPA, Professional Standards, vol. 2, E T  sec. 
191.220-.221)
•  Ruling No. 24, “ Investment Advisory Services,” o f ET  
section 391, Ethics Rulings on Responsibilities to Clients 
(AICPA, Professional Standards, vol. 2, E T  sec. 
391.047-.048)
•  Ruling No. 25, “ Com m ission and Contingent Fee 
Arrangements with Nonattest C lient,” o f E T  section 
302, Contingent Fees (AICPA, Professional Standards, vol. 
2, E T  sec. 391.049-.050)
• Ruling No. 192, “ Com m ission and Contingent Fee 
Arrangements W ith Nonattest C lient,” o f E T  section 
503 (AICPA, Professional Standards, vol. 2, E T  sec. 
591.383-.384)
•  Ruling No. 109, “Members Investment in Financial Ser­
vices Products That Invest in Clients,” of ET  section 191 
(AICPA, Professional Standards, vol. 2, E T  sec. 
191.218-.219)
Ethics Rulings Deleted
The Professional Ethics Executive Committee deleted the fol­
lowing ethics Rulings:
•  Ruling No. 22, “Member Removing Client Files From an 
Accounting Firm,” o f E T  section 391 (AICPA, Profes­
sional Standards, vol. 2, ET  section 391.043—.044)
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•  Ruling No. 139, “Partnership with Non-CPA,” o f ET  
section 591 (AICPA, Professional Standards, vol. 2, ET  
sec. 591.277-.278)
•  Ruling No. 158, “Operation o f Separate Data Processing 
Business by a Public Practitioner,” o f E T  section 591 
(AICPA, Professional Standards, vol. 2, E T  sec. 
591.315-316)
• Ruling No. 146, “Membership Designation,” o f E T  sec­
tion 591 (AICPA, Professional Standards, vol. 2, ET  sec. 
591.291-.292)
Also note that the Professional Ethics Executive Committee has 
inserted new language to the Interpretations under Rule 101, 
emphasizing that other regulatory agencies may have indepen­
dence rules that are more restrictive than those o f the AICPA.
Executive Summary— Independence and Ethics Alert
• The key to maintaining auditor independence is effective quality 
controls that identify and resolve auditor independence issues be­
fore an audit engagement.
• The ISB has issued a number of a statements, including ISB Stan­
dard No. 1, Independence Discussions with Audit Committees. The 
AICPA has issued Practice Alert 99-1 to help implement the ISB 
Standard.
•  The Professional Ethics Executive Committee has issued numer­
ous new and revised ridings and interpretations, as well as deleting 
some old ones. See the list in this section.
The Global Marketplace
What international events and trends may affect your clients?
Overview of Foreign Economies
The economic crisis that battered economies in Asia, Latin 
America, Russia, and the Pacific Rim during the second half o f 
1998 is no longer at a crisis level. Many financial and economic
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indicators point to possible recoveries in many of the countries 
affected by the crisis. Significantly, investors are returning to 
these foreign economies in strength. However, deep problems 
remain in many foreign economies.
Asia, Pacific Rim, Latin America
The apparent recovery taking place in Asia, the Pacific Rim, 
and Latin America is shaky and may be misleading. The funda­
mental reforms and restructurings so needed in the economies 
o f countries such as Japan, South Korea, Communist China, 
Malaysia, Thailand, Indonesia, Brazil, and Argentina have not 
been realized and are not proceeding satisfactorily. Thus, many 
o f these economies are susceptible to another economic crisis.
Moreover, the recent violence in East Timor could possibly fur­
ther destabilize economies throughout the region, if  trade, in­
vestment, and lending to the region are curtailed.
Western Europe
W ith increases in exports and consumer demand, many 
economies in Western Europe are looking at moderate growth, 
with Germany’s economy growing at a slower pace than other 
European countries. It appears that an economic recovery is 
strongly in place throughout Western Europe.
Russia
The Russian economy remains a disaster. In the kleptocracy o f 
Russia, there is little rule o f law, just centers o f power. Substan­
tial amounts o f the money that comes in from the International 
Monetary Fund and elsewhere is shipped to personal offshore 
bank accounts. The massive structural reforms that the econ­
omy requires are not being addressed. The Russian economy re­
mains a high risk for investors and financial institutions doing 
business there.
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Auditing Concerns Even Auditors o f Small Institutions 
Cannot Ignore
Lending Risks. Even the smallest institutions cannot ignore the 
possible ramifications of economic difficulties in foreign coun­
tries. Many smaller institutions finance people, such as farmers 
and exporters, who could be substantially affected by global in­
stability. Lenders may be confronted with a deterioration in the 
quality o f their loans to customers adversely affected by foreign 
financial and economic downturns. Auditors may need to be 
aware o f these foreign downturns and whether their clients’ 
loan portfolios are affected.
Foreign Currency Transactions an d  Derivatives. Also, greater 
risk exists with institutions involved in derivatives, assets, and 
foreign-currency-related investments and transactions related to 
troubled countries. Auditors may need to determine whether 
management has appropriately assessed the performance of its 
assets and derivatives related to those troubled foreign 
economies and whether such balances should be written down 
or charged off. Also, auditors should consider whether manage­
ment has appropriately accounted for, and made all required 
disclosures relating to, foreign-currency translation, transac­
tions arising from the translation of asset and liability positions, 
and revenue and expense transactions in currencies other than 
the U .S. dollar pursuant to FASB Statement No. 52, Foreign 
Currency Translation (FASB, Current Text, vol. 1, sec. F60).
Uncertainties and Concentrations. Foreign economic difficulties 
may also result in a greater number of risks and uncertainties 
for many institutions, particularly with regard to current vul­
nerability due to certain concentrations. Auditors should con­
sider whether management has appropriately evaluated all such 
risks and uncertainties and made the necessary disclosures pur­
suant to Statement of Position (SOP) 94-6, Disclosure o f Cer­
tain Significant Risks an d  Uncertainties. In addition, auditors 
also may want to evaluate management's consideration o f re­
lated contingencies arising from foreign difficulties, pursuant to 
FASB Statement No. 5.
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Executive Summary— Overview of Foreign Economies
•  The economic crisis that enveloped Russia and many countries in 
Asia, Latin America, and the Pacific Rim has lessened, and some of 
those countries are apparently undergoing recovery. However, deep 
problems remain in many of those economies.
• Even the smallest institutions cannot ignore the possible ramifica­
tions of economic difficulties in foreign countries.
•  Auditors may need to determine whether management has appro­
priately assessed the performance of its assets (including its loan 
portfolio) and derivatives related to troubled foreign economies.
•  You should consider whether management has appropriately ac­
counted for, and made all required disclosures relating to, foreign 
currency translations and transactions.
•  You should consider whether management has appropriately eval­
uated risks, uncertainties, and contingencies related to foreign 
troubles and complied with the guidance in SOP 94-6 and FASB 
Statement No. 5.
Euro Generates Accounting Issues
You may need to help your clients understand the complexities 
o f euro currency conversion and determine whether compliance 
and reporting requirements are met.
Since January 1999, a majority of the nations in the European 
Union have been joined in economic and monetary union and 
have adopted the euro as their currency. Familiar currencies, 
such as the deutsche mark and the lira, no longer float in the 
currency markets, and foreign-exchange transactions that in­
volve national (legacy) currencies must be calculated through 
the euro using fixed conversion factors.
During a three-year transition period (January 1, 1999, 
through January 1, 2002) entities doing business in Euroland 
can enter into and settle transactions in the legacy currency, the 
euro, or both and must be able to process and display transac­
tions in both currencies.
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Regulatory Guidance Issued
Federal Reserve Board Letter SR  98-16 provides an overview of 
the euro and its impact on financial institutions. You may want 
to read this Letter if  your client uses foreign markets, engages in 
commercial dealings with Euroland countries, or is otherwise 
affected by the euro.
Accounting Issues
You may need to stay on top of accounting requirements result­
ing from the euro. Various issues will arise such as how to trans­
late a foreign subsidiary’s financial statements when the euro is 
involved.
FASB Guidance. Topic D-71 of the FASB E IT F  Abstracts discusses 
accounting issues related to the euro. Topic D-71 addresses—
• Accounting for conversion costs associated with upgrad­
ing information systems.
•  Preparing comparative financial statements for periods 
before the introduction o f the euro.
•  Cumulative foreign-currency translation adjustments.
•  Applying hedge accounting during the transition period 
to preexisting hedges o f firm commitments or antici­
pated transactions.
•  Designating a contract denominated in euros (or a legacy 
currency) as hedge o f a net investment or firm commit­
ment denominated in a legacy currency.
Disclosures. Since the conversion to the euro is likely to have a 
material effect on U.S. institutions that conduct a significant 
amount o f business in Europe, euro-related disclosures in U.S. 
financial statements may be required. Disclosure obligations in 
filings with the SEC are discussed in SEC Staff Legal Bulletin 
No. 6 (www.sec.gov/rules/othern/slbcim6.htm). Such disclo­
sures may include trends or uncertainties expected to have a ma­
terial effect on the financial statements, such as the implications
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o f changes in the company’s competitive environment or the 
significant costs associated with the conversion.
Executive Summary— Euro Generates Accounting Issues
• Since January 1999, a majority of the nations in the European 
Union have been joined in economic and monetary union and 
have adopted the euro as their currency.
• Federal Reserve Board Letter SR 98-16 provides an overview of the 
euro and its impact on financial institutions.
• Topic D-71 of the FASB EITF Abstracts discusses accounting is­
sues related to the euro.
• Euro-related disclosure obligations in filings with the SEC are dis­
cussed in SEC Staff Legal Bulletin No. 6.
Fraud and Illegal Activities
Information and advice about recent fraudulent and illegal activities.
Fraud Update and Typical Audit Problems
Financial institutions are exposed to the risk of fraudulent ac­
tivities both from within the institution and from outsiders. 
Among the many fraudulent activities that institutions must be 
on the look out for are check-writing fraud, which recently has 
shifted from larger urban institutions to community-based 
banks, and misappropriation o f banking assets.
Another serious concern is fraudulent financial reporting. For 
example, in an effort to boost corporate earnings and reserves, a 
client may misdirect unclaimed customer funds to corporate ac­
counts. False and misleading records can be prepared to hide 
the illegal activities.
In addition, financial institutions face an ongoing threat of com­
puter fraud. Computer hackers and others who may gain unau­
thorized access to institutions’ computer systems and information 
databases can misapply funds to personal accounts and steal pri­
vate information about the institution and its customers. Fraud
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and criminal activity perpetrated by authorized users inside the in­
stitution is on the rise, as well. See the “Computer Crime” and 
“Electronic Commerce Introduces Additional Risks and Control 
Considerations” sections of this Alert for more information.
Your Responsibilities Concerning Fraud
Auditors have a responsibility to plan and perform the audit to 
obtain reasonable assurance about whether the financial state­
ments are free o f material misstatement, whether caused by 
error or fraud. SAS No. 47, Audit Risk and M ateriality in Con­
ducting an A udit (AICPA, Professional Standards, vol. 1, AU 
sec. 312), states that auditors must plan and perform the audit 
to obtain reasonable assurance that material financial statement 
misstatements, whether caused by error or fraud, are detected. 
In addition, SAS No. 82, Consideration o f  Fraud in a  Financial 
Statement Audit (AICPA, Professional Standards, vol. 1 AU sec. 
316), requires the auditor to assess the risk o f material misstate­
ment due to fraud and consider that assessment in designing 
the audit procedures to be performed. SAS No. 82 also provides 
guidance on how you can satisfy your responsibility.
&4S No. 54  Requirements. SAS No. 54, Illegal Acts by Clients 
(AICPA, Professional Standards, vol. 1, AU sec. 317), prescribes 
the nature and extent o f the consideration an auditor should 
give to the possibility o f a client committing illegal acts in an 
audit o f financial statements in accordance with GAAP. SAS 
No. 54 also provides guidance on the auditor's responsibilities 
when a possible illegal act is detected.
SA S No. 82 Requirements. In planning an audit, you should 
consider fraud risk factors in accordance with the guidance con­
tained in SAS No. 82. Judgment must be used in identifying 
fraud risk factors present on an engagement.
Help Desk—In implementing SAS No. 82, you can consult the 
AICPA publication Considering Fraud in a Financial Statement 
Audit: Practical Guidance for Applying SAS No. 82 (Product 
No. 008883kk). This publication contains example fraud risk 
factors specifically developed for financial institutions.
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Fraud Risk Factors You Should Be Aware o f
Fraud is more likely to be perpetrated at entities that are small 
in size and are losing money, have weak audit committees that 
rarely meet, and have boards o f directors filled with insiders and 
related parties. Moreover, senior management (for example, the 
CEO) is often involved in the fraud.
Pressures such as meeting earnings expectations, making a 
merger work, and fierce competition within the industry can 
also increase the risk of fraud. In addition, institutions that have 
enacted layoffs, downsizing, or new technologies may be more 
at risk for fraud.
Typical Audit Problems
The following audit problems often exist at many entities 
where significant fraud has occurred and gone undetected for 
some time. Knowing these factors will help you design and per­
form a more effective audit.
•  Lack o f objectivity and professional skepticism
•  Not having the level o f training or the expertise necessary 
to take on the engagement
•  Auditing by conversation (that is, taking the word o f 
management without independent verification of man­
agement's assertions)
•  N ot critically evaluating transactions (for example, not 
noting provisions o f a contract that cause it to be non­
binding on one or both parties)
•  Not exercising professional skepticism on unusual, last- 
minute, or related party transactions
•  Failure to perform audit procedures required by the audit 
program
• Failure to supervise subordinates
•  Failure to obtain sufficient, competent evidential matter 
to support the opinion
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•  Allowing client access to working papers, thus compro­
mising audit procedures
Year 2000-Related Fraud
See the “Year 2000 and Financial Institutions” section o f this 
Alert for a discussion about fraud concerns related to the cen­
tury date change.
Help Desk—In March 1999, the Committee of Sponsoring 
Organizations of the Treadway Commission (COSO) re­
leased Fraudulent Financial Reporting: 1987-1997, An Analy­
sis o f  U.S. Public Companies. This study provides an analysis 
of fraudulent financial reporting investigated by the SEC. 
Read Audit Risk Alert—1999/2000 (Product No.022250kk) 
for more information about this report.
Executive Summary— Fraud Update and Typical Audit Problems
• Among the many fraudulent activities that are being perpetrated at 
financial institutions are check-writing fraud, the misdirection of 
unclaimed customer funds to corporate accounts by the client, and 
computer hackers gaining unauthorized access to an institution’s 
systems.
•  SAS Nos. 47, 54, and 82 explain your responsibilities regarding 
fraud and illegal activities.
• Fraud is more likely perpetrated at entities that are small in size and 
are losing money, have weak audit committees that rarely meet, and 
have boards of directors filled with insiders and related parties.
• Certain audit problems have been noted at many entities where 
significant fraud has occurred and gone undetected for some time. 
See the list in this section.
Massive Money Laundering in the News: What Are 
Your Responsibilities?
Criminals use financial institutions to launder the proceeds of 
crime. Banks are the most vulnerable o f financial institutions, 
because they provide the broadest range o f financial services 
that money launderers want and need.
83
Definition of Money Laundering
Money laundering is the funneling of cash or other funds gener­
ated from illegal activities through legitimate businesses to con­
ceal the initial source of the funds. Money laundering is a global 
activity and, like the illegal activities that give it sustenance, it 
seldom respects local, national, or international jurisdiction. 
Current estimates o f the size o f the global annual “gross money 
laundering product” range from $300 billion to $1 trillion.
Russian Money Laundering Scandal
In one o f the largest schemes o f money laundering ever encoun­
tered, authorities have recently commenced an investigation of 
claims that Russian mobsters have illegally funneled billions of 
dollars out o f Russia through thousands o f transactions and nu­
merous institutions and accounts. The investigation is highly 
complex, involving secret companies, offshore accounts, numer­
ous shady individuals, and foreign-policy issues.
This massive criminal operation vividly underscores the serious 
consequences money laundering inflicts on institutions and the 
nation and how difficult it is to identify and then unravel these 
operations. Organized crime seeks to penetrate the U.S. finan­
cial system, and in this case it appears that a major U.S. finan­
cial institution was penetrated by organized crime. Money 
laundering should become a hot topic inasmuch as the House 
has opened hearings on this scandal.
Money Laundering Enters the Electronic Age. In addition, this 
recent case underscores how criminals are increasingly using 
personal computers, banking software, and electronic wire 
transfers to launder the proceeds of their activities. The enor­
mous volumes of high-speed wire transfers between institutions 
on a daily basis make it exceedingly difficult for regulators and 
law enforcement agents to identify money laundering activities.
Inadequate Controls Increase Risk o f Money Laundering. Early 
evidence suggests that the institutions involved in the Russian 
money laundering scandal did not have effective systems in 
place to monitor accounts for suspicious activities. Moreover, it
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appears that organized crime associates were employed at the 
affected institutions and existing controls were inadequate to 
detect suspicious or improper relationships and activities in­
volving those people.
You may find it valuable to monitor the progress o f this case to 
heighten your awareness o f money laundering schemes and 
help management lessen the risk o f money laundering opera­
tions at their institutions.
Related Laws and Regulations
The Bank Secrecy Act (BSA), enacted to address the problem of 
money laundering, authorizes the Treasury Department to issue 
regulations requiring financial institutions to file reports, keep 
certain records, implement anti-money-laundering programs 
and compliance procedures, and report suspicious transactions 
to the government (see 31 C FR  Part 103). Failure to comply 
with BSA reporting and recordkeeping provisions may result in 
the assessment of severe penalties.
The BSA contains a suspicious activity reporting (SAR) require­
ment. All financial institutions operating in the United States 
are required to report suspicious activity following the discovery 
o f insider abuse involving any amount, violations aggregating 
$5,000 or more when a suspect can be identified, violations ag­
gregating $25,000 or more regardless o f a potential suspect, or 
transactions aggregating $5,000 or more that involve potential 
money laundering or violations o f the BSA.
The BSA also contains regulations requiring financial institu­
tions to file currency transaction reports (CTRs) for cash trans­
actions greater than $10,000.
Money Laundering and Financial Statements
Money laundering usually results in large quantities o f illicit 
proceeds that need to be distanced from their source as quickly 
as possible in an undetected manner. Consequently, money 
laundering is less likely to be detected in financial statement 
audits than other types o f illegal activities are. In addition, the
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activity is more likely to cause assets to be overstated rather 
than understated, with shorter-term fluctuations, rather than 
cumulative changes, in account balances.
Money laundering is considered to be an illegal act with an in­
direct effect on financial statement amounts under SAS No. 54, 
Illegal Acts by Clients, (AICPA, Professional Standards, vol. 1, 
AU sec. 317). Under SAS No. 54, the auditor should be aware 
of the possibility that such illegal acts have occurred. If  specific 
information comes to your attention that provides evidence 
concerning the existence o f possible illegal acts that could have 
a material indirect effect on the financial statements, you 
should apply audit procedures specifically directed to ascertain­
ing whether an illegal act has occurred.
You should also note that laundered funds and their proceeds 
could be subject to asset seizure and forfeiture (claims) by law 
enforcement agencies that could result in material contingent 
liabilities during prosecution and adjudication o f cases.
Executive Summary— Massive Money Laundering in the News: 
What Are Your Responsibilities?
• A massive money laundering operation recently receiving head­
lines vividly underscores the serious consequences money launder­
ing inflicts on institutions and how difficult it is to identify and 
then unravel these operations.
• This recent case underscores how criminals are increasingly using 
personal computers, banking software, and electronic wire trans­
fers to launder the proceeds of their activities.
• Early evidence suggests that the institutions involved in the money 
laundering scandal did not have effective systems in place to mon­
itor accounts for suspicious activities.
• The Bank Secrecy Act imposes certain obligations on institutions 
to help thwart money laundering.
• SAS No. 54 defines your responsibilities regarding illegal acts.
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Red Flags to Fictitious Loan Applications
Fictitious loans can originate from employees within the financial 
institution or from external sources. In either case, certain “red 
flags” should alert the auditor to potential problems, including—
• Missing, incomplete, or altered loan documentation.
•  Missing loan files.
•  Inconsistent information in the loan files. For example, 
information on the credit report does not agree with the 
loan application, or property information on the deed o f 
trust or mortgage does not agree with information on the 
appraisal.
•  Loans with a post office box as an address.
•  Loans with due dates more than ninety days in the future 
and payments are not being made.
•  Seasoned loans in which the original and current bal­
ances are the same.
• Lack of proper internal controls.
If any o f the above items are identified, you may want to con­
sider the need for additional procedures to address the possible 
risk o f fraud.
Updating Federal Government Sanctions
The Department o f the Treasury’s Office o f Foreign Assets 
Control (OFAC) administers sanction programs against Libya, 
Iraq, Cuba, the National Union for the Total Independence o f 
Angola (UNITA), North Korea, Syria, Sudan, Yugoslavia, 
Burma, Iran, the Taliban in Afghanistan, international terror­
ists, and international narcotics traffickers.
Financial transactions with these regimes, entities, and indi­
viduals may be prohibited or restricted by federal law. Infor­
mation concerning OFAC rules, lists o f prohibited entities,
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and general OFAC information can be obtained on the Web at 
www.ustreas.gov/ofac.
In addition, the Department of the Treasury’s Financial Crimes 
Enforcement Network (FinCEN) is advising financial institu­
tions to give enhanced scrutiny to all financial transactions 
routed into or out o f Antigua and Barbuda, or involving entities 
organized or domiciled, or nonresident persons maintaining ac­
counts, in Antigua and Barbuda.
Recent Regulatory Actions
Has important regulatory guidance been issued recently?
Certain significant rules and regulations recently issued by the 
various regulatory agencies, and summaries o f these regulations, 
are presented in the following sections. You should visit the ap­
propriate agency Web site for the full text o f the rules. Web site 
addresses are located at the “Places to Find Additional Guid­
ance” section o f this Alert.
SEC Issues New Definition of Improper Professional Conduct
The SEC adopted an amendment to Rule 102(e) o f its Rules 
o f Practice, which governs the conduct o f accountants and 
other professionals who perform audits for public companies 
or otherwise practice before the SEC. Rule 102(e)(1)(ii) au­
thorizes the SEC to censure, suspend, or bar from practice be­
fore the SEC a person who engages in “improper professional 
conduct.”
Definition
Under the new rule, improper professional conduct is defined to 
mean—
• Intentional or knowing conduct, including reckless con­
duct, that results in a violation o f applicable professional 
standards.
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•  Either o f the following two types o f negligent conduct:
— A single instance of highly unreasonable conduct that 
results in a violation o f applicable professional stan­
dards in circumstances in which an accountant knows, 
or should know, that heightened scrutiny is warranted.
—  Repeated instances o f unreasonable conduct, each re­
sulting in a violation of applicable professional stan­
dards, that indicates a lack of competence to practice 
before the SEC.
SEC Issues Staff Accounting Bulletin No. 99
The SEC staff has released SAB No. 99. This SAB addresses the 
application o f materiality thresholds to the preparation and 
audit o f financial statements filed with the SEC. The SAB does 
not create new standards or definitions for materiality, but reaf­
firms the concepts o f materiality as expressed in the accounting 
and auditing literature as well as in long-standing case law.
The SAB states that registrants and the auditors o f their finan­
cial statements should not rely exclusively on quantitative 
benchmarks to determine whether an item is material to the fi­
nancial statements. Equally important is a consideration o f 
whether, in light o f the surrounding circumstances, a reasonable 
investor would consider the item to be important. The SAB 
also states that management should not make intentional im­
material errors in a registrant's financial statements to “manage” 
earnings. It further reminds registrants o f their legal responsi­
bility to make and keep books, records, and accounts that, in 
reasonable detail, accurately and fairly reflect transactions and 
the disposition o f assets. The SAB reminds auditors o f their 
obligations to inform management and, in some cases, audit 
committees o f illegal acts that come to the auditor's attention. 
The full text o f the SAB can be viewed at the SEC Web site at 
www.sec.gov/ rules/acctreps/sab99.htm.
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FFIEC Revises Policy for Retail Credits
The FFIEC has revised the Uniform Retail Credit Classification 
and Account Management Policy issued in 1980. The amend­
ments update and expand the classification policy for retail 
credit loans.
The revised policy retains and clarifies a requirement that open- 
end loans, such as credit card balances, that are 180 days or 
more overdue should be charged off. Closed-end loans, such as 
installment loans, should be charged off after they are 120 days 
delinquent. Previous policy guidance had been interpreted and 
applied inconsistently.
In addition, the federal financial institution regulators adopted 
the following new guidance:
•  Retail loans to borrowers who subsequently declare bank­
ruptcy should be charged off within 60 days o f receiving 
notification o f filing from the bankruptcy court.
•  Fraudulent loans should be charged o ff within ninety 
days o f discovery.
•  In cases where the borrower dies, loans should be charged 
off when the bank determines the amount o f loss.
•  One- to four-family residential real estate loans and 
home equity loans that are delinquent ninety days or 
more and with loan-to-value ratios greater than 60 per­
cent should be classified as substandard. I f  delinquency 
exceeds the general chargeoff time frames for open-end 
and closed-end loans, the institution should evaluate its 
collateral position and classify as “loss” any loan amount 
that exceeds the value o f the collateral.
The policy also details criteria that must be met before banks 
and thrifts may consider a delinquent open-end account current, 
such as the process o f account re-aging, extension, and deferral.
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Legislation Mandates Credit Unions to Take Prompt 
Corrective Action
New legislation requires the NCUA to take prompt corrective 
action if  a credit union becomes critically undercapitalized. Ac­
cording to the legislation, the NCUA's action must be parallel in 
substance and equal in rigor to that imposed by the other finan­
cial institution regulators, the O CC and the FDIC. The Trea­
sury Departments 1997 study of credit unions had criticized the 
NCUA for not being as rigorous in resolving problems with un­
dercapitalized credit unions. The N CU A 's proposed regulation 
establishes the following minimum capital requirements.
Minimum Capital Requirements
H.R. 1151 contains several provisions addressing minimum 
capital requirements. These requirements fall under the Prompt 
Corrective Action provisions o f the statute. The minimum capi­
tal requirements are based on the relative capital/asset ratio and 
on whether the credit union is deemed to be complex. The fol­








Not less than 7% net worth 
Not less than 6% net worth 
Less than 6% net worth 
Less than 4% net worth 
or
Less than 5% net worth and either 
fails to submit net worth restoraion 
plan or materially fails to imple­
ment a net worth restoration plan 
Less than 2% net worth (can 
be adjusted to 3%, based on 
NCUA board discretion)
For credit unions not classified as well capitalized, ROA must 
be at least .4 percent o f total assets.
For credit unions classified as complex, additional net-worth re­
quirements will be defined by the NCUA board. At this time 
what constitutes complex has not been clarified.
Undercapitalized credit unions must subm it a net worth 
restoration plan to the NCUA Board. If  a credit union has net
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worth o f less than 6 percent, credit unions will have sixty days 
to file a net-worth restoration plan that specifies—
• The steps it will take to become adequately capitalized.
•  The capitalization level it expects to reach each year that 
the plan is in effect.
•  How it will comply with the restrictions that prohibit en­
gaging in new types o f business.
•  The types and levels o f activities in which the institution 
will engage.
Undercapitalized credit unions may not increase asset size un­
less the restoration plan has been approved by the N CUA 
board.
Undercapitalized credit unions may not make member business 
loans.
Credit Union Supervisory Committee Audit and Verification 
Rule Finalized
The N C U A  Board approved a final supervisory committee 
audit and verification rule establishing new part 715 and revis­
ing current part 741 to incorporate the minimum audit and re­
porting requirements imposed by the Credit Union 
Membership Access Act. Part 715 also replaces current sections 
701.12 and 701.13 o f the NCUA rules and regulations.
The final rule establishes minimum annual audit requirements 
based on charter type and asset size, the licensing authority re­
quired for persons performing certain audits, and the auditing 
principles credit unions must follow in filing call reports with 
the NCUA Board.
Part 715 implements a statutory floor o f $500 million in assets 
for requiring that federally insured credit unions obtain a finan­
cial audit. Credit unions under $500 million may elect a finan­
cial statement audit or choose from three alternatives: a 
balance-sheet audit, a report on examination o f internal control
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over call reporting, or an audit as prescribed in N CU A 's Super­
visory Committee Guide. All audits must be performed by a 
state-licensed auditor, except for the Supervisory Committee 
Guide audit, which may be performed by a state-licensed audi­
tor or an otherwise qualified person.
The final rule revises part 741 by requiring that credit unions 
with assets o f $10 million or more to follow GAAP when filing 
call reports with the NCUA.
The new rule is effective January 1, 2000. The NCUA plans to 
issue a new Supervisory Committee Guide that conforms to 
part 715. You should check with the NCUA to keep abreast o f 
when that Guide will be available.
NCUA Issues Rule on Federal Credit Union Investments and 
Deposits in Credit Union Service Organizations
The NCUA board adopted final changes eliminating restrictions 
and expanding credit union investment and deposit authority 
pertaining to credit union service organizations (CUSO) under 
parts 712 and 703 o f the NCUA rules and regulations.
The four changes to the final rule are to—
• Permit federal credit unions (FCUs) to invest in and lend 
to CUSOs along with non-credit union depository insti­
tution co-investors or lenders.
•  Permit C U SO s to invest in a non-credit union service 
provider to accommodate providing goods and services to 
customers at competitive prices without losing sight o f 
the fact that CU SO s cannot function as an investment 
vehicle for otherwise impermissible investments.
•  Permit FCUs to invest in CUSO  debentures.
•  Clarify that FCUs should follow GAAP when accounting 
for FCU investments in and loans to a CU SO  for regula­
tory limitations under section 712.2 and financial state­
ment amounts under section 712.3.
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The final rule also expands permissible cyber financial services 
by clarifying that CU SO s are permitted to offer credit unions 
and their members electronic delivery o f any permissible CUSO 
service and any permissible credit union service. Cyber financial 
service includes C U SO s providing federal credit unions and 
their members with electronic links to an Internet access 
provider as part o f providing permissible financial services.
Credit Union Member Business Lending Rule Adopted
Effective June 28, 1999, the NCUA adopted Rule 12 CFR 723, 
which addresses member business loans. The regulation places 
restrictions on and requirements for member business lending. 
A member business loan means any loan, line o f credit, or letter 
o f credit, the proceeds o f which will be used for a commercial, 
corporate, or other business investment property or venture, or 
agricultural purposes. The main restrictions on member busi­
ness lending are as follows:
•  The aggregate amount o f outstanding member business 
loans to any one member or group o f members can not 
exceed the greater o f 15 percent o f the credit unions net 
worth or $100,000.
•  The aggregate amount o f the credit union’s total out­
standing member business loans cannot exceed the lesser 
o f 1.75 times the credit unions net worth or 12.25 per­
cent o f the credit unions total assets.
•  LTV ratios for all liens can not exceed 80 percent, unless 
the excess is covered by insurance.
•  The board o f directors must approve business loan po­
lices that are reviewed at least annually. The regulation 
includes minimum requirements that must be included 
in the business loan policies as well as certain business 
lending procedural requirements.
The NCUA may grant exceptions or waivers to some o f these 
restrictions under certain circumstances.
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New Credit Union Chartering Policies
The NCUA approved comprehensive changes to its chartering 
and field of membership policies for federal credit unions. Most 
important, existing credit unions are once again able to offer 
membership to nonaffiliated groups, within certain parameters.
The final changes implement the requirements o f the Credit 
Union Membership Access Act, which was signed into law on 
August 7, 1998. The rule took effect on January 1, 1999, with 
the exception o f the provisions defining immediate fam ily mem­
ber and well-defined local community. These two provisions 
took effect on March 5, 1999.
The primary revisions concern the N C U A 's policy on various 
types o f federal credit union charters and the criteria necessary 
to amend a credit unions field o f membership. The final rule 
also clarifies overlap issues, mergers, low-income policies re­
garding low-income charters and service to underserved areas, 
the definition o f immediate family member or household, and 
the “once a member, always a member” policy.
The legislation authorizes three types o f federal charters: a sin­
gle occupational or associational common bond; a multiple 
common bond; and a local community, neighborhood, or rural 
district serving a well-defined area where residents have com­
mon interests or interact.
Revisions to Risk-Based Capital Rules Adopted for Thrifts 
and Banks
The O TS, O C C , FD IC, and FRB have adopted revised uni­
form risk-based capital requirements for thrifts and banks for 
three types o f assets:
•  Construction loans on presold residential properties
•  Real estate loans secured by junior liens on one- to four- 
family residential properties
•  Investments in mutual funds
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The final rules eliminate inconsistencies in the risk-based capi­
tal treatment o f the assets listed above. The final rules also sim­
plify and make uniform the agencies’ Tier 1 leverage capital 
standards.
Final Market Risk Rule Issued
The FDIC, O CC, and FRB have amended their respective risk- 
based capital requirements to reduce the regulatory burden for 
banks with significant trading activities. The final rule replaces 
the substantially identical interim rule that took effect on De­
cember 31, 1997.
The market risk rule applies to banks whose trading activity 
equals 10 percent or more of their total assets or $1 billion or 
more in total. The final rule eliminates the risk-based capital re­
quirement that an affected institution must hold capital for spe­
cific risk equal to at least 50 percent o f what would be derived 
using a standardized calculation.
Executive Summary— Recent Regulatory Actions
• SEC issues a new definition of Improper Professional Conduct.
• SEC Staff issues Accounting Bulletin No. 99, addressing materiality.
• FFIEC revises Policy for Retail Credits.
• Legislation mandates credit unions to take Prompt Corrective Action.
• The Credit Union Supervisory Committee finalizes the audit and 
verification rule.
• The NCUA issues a rule on federal credit union investments and 
deposits in CUSOs.
• Credit union member business lending rule adopted.
• There are new credit union chartering policies.
• Revisions to risk-based capital rules have been adopted for thrifts 
and banks.
• A final market risk rule has been issued.
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Business Adviser Center
Services, advice, and insights you can offer your client.
Minimizing the Risk of Computer Crime
Reports o f computer crime and fraud are on the rise. In recent 
years, the number o f illegal computer intrusions has grown 
rapidly. An increasing number of employees, former employees, 
and contractors have used their trusted relationships to harm 
current or former employers. Moreover, computer intrusion has 
grown more sophisticated.
Illegal computer network intrusions not only inflict financial 
harm, but they may also have disastrous results in terms o f loss 
of customer confidence, downstream liability, and the diversion 
of valuable resources to address the intrusions.
Assisting a Client to Minimize Its Vulnerability
Here is a list o f helpful practices that can minimize the risk and 
damage o f computer crime. Many of these practices were ob­
tained from information contained on the Federal Bureau of In­
vestigations Web site. You may want to inform your clients of 
these practices and assist in their implementation.
•  Maintain backups of all original operating system software.
•  Maintain backups o f all important data.
•  M aintain a solid, well-thought-out corporate security 
plan.
•  Segregate important duties.
•  Keep a daily transaction log.
•  Install sufficient software to recognize attacks and 
track/audit defensive steps.
•  Ensure audit trails are turned on.
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•  Consider placing a warning banner on your system to no­
tify unauthorized users they may be subject to monitor­
ing and data residing on the system is subject to review.
•  Routinely test the network for vulnerabilities.
•  Change logins and passwords frequently, especially when 
employees change jobs.
•  Cancel logins and passwords when employees leave the 
organization.
•  Minimize the number of modems on the system.
•  Investigate employees in sensitive positions and routinely 
update those investigations.
•  Identify and protect sensitive corporate data and monitor 
its protection.
Helping Screen New Credit Union Members
The passage o f the Credit Union Membership Access Act in 
1998 has resulted in revised NCUA regulations regarding credit 
unions’ field of membership. In addition, ongoing lawsuits and 
subsequent legislation have resulted in a sharper focus on credit 
union membership eligibility issues. Credit union directors 
could incur civil monetary penalties and removal as a result o f 
membership eligibility violations.
CPAs may want to determine whether the credit union has estab­
lished an adequate new member screening process. Even though this 
issue may not have a material financial impact on the credit union, 
alerting your client to the risks associated with member eligibility 
could be an important value added benefit to the audit process.
Protecting Customers’ Privacy
Personal information privacy is an emerging issue, and financial 
institutions may need to proactively protect the privacy o f their 
customers’ financial information. Financial institutions, histor­
ically, have taken special care to protect the privacy and security
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of confidential customer information and have long been sub­
ject to a number o f federal and state laws that govern the han­
dling of customer information.
Some regulatory agencies have recently issued written warnings re­
garding privacy issues. For instance, see the O CC's Advisory Letter 
(AL) 98-11 about pretext phone calling, AL 98-38 about PC bank­
ing, and AL 99-6 concerning Web site privacy. These particular let­
ters can be obtained at the O CC Web site at www.occ.treas.gov.
A number o f institutions recognize the growing importance of 
privacy to their customers and have developed, implemented, 
and communicated privacy policies. Generally, these policies 
encompass one or more o f the following five areas:
•  Notice to customers about the institutions information 
practices
•  Consumer choice about the disposition of personal infor­
mation
•  Accuracy o f personal inform ation m aintained by the 
institution
•  Security measures to protect consumers’ personal information
•  Mechanisms to handle consumer questions or complaints 
about the handling o f personal information
It is important to remember that one of the greatest threats to 
securing customer privacy is the existence o f employee miscon­
duct within the institution.
Pretext Phone Calling Used to Gain Customer 
Account Information
Pretext phone calling is often perpetrated by information bro­
kers. Information brokers sell the information they acquire to 
debt collection services, private investigators, and lawyers who 
may use the information in civil lawsuits and court proceedings. 
Brokers who engage in this practice often use surreptitious or 
fraudulent means to induce financial institution employees into 
providing a customer account information. For example, the
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broker may pose as a customer who has misplaced his account 
number and may repeatedly call the institution until the broker 
finds an employee who is willing to divulge confidential account 
information. The broker may use information about the customer, 
such as the Social Security number, that has been obtained from 
other sources to convince the employee the caller is legitimate.
The use o f surreptitious or fraudulent means to obtain a cus­
tomer's account information may violate state and federal laws 
prohibiting unfair and deceptive practices. It may also violate fed­
eral wire fraud laws. In addition, institutions that disclose cus­
tomer's account information may be violating state privacy laws, 
such as those that prohibit the release o f a customer’s financial 
records without having first obtained the customer’s permission.
Help Examine Policies and Procedures
Institutions have an obligation to their customers to ensure that 
their account information is not improperly disclosed. You may 
want to consider helping your client with this issue and perhaps 
offer to assist your client in evaluating the adequacy o f the poli­
cies and procedures in place that address the employees’ respon­
sibility for customers’ financial privacy.
Providing Assurance on Electronic Commerce Systems
The many abuses and concerns that will arise out o f the 
growth o f electronic commerce provide you with opportuni­
ties to offer the valuable service o f helping to address the risks 
and promote the integrity and security o f electronic transac­
tions, electronic documents, and the supporting systems. You 
can provide assurance to electronic commerce participants 
that the electronic commerce service providers and the tools 
and systems in use are functioning in accordance with ac­
cepted criteria for electronic commerce integrity and security. 
Participants in electronic commerce will not only require as­
surance that their own systems are secure, but also that appro­
priate controls exist to limit access to authorized users and to 
protect an organization’s confidential information.
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CPA WebTrust™ Seal o f Assurance
In an attempt to develop greater credibility for electronic com­
merce conducted on the Internet and expand the base o f assur­
ance services that CPAs can offer, the CPA WebTrust Seal o f 
assurance was developed by the AICPA. The WebTrust Seal 
provides assurance to online customers that the business entity 
behind the Web site is legitimate and adheres to a standard set 
o f business practices and controls. In doing so, CPA WebTrust 
builds consumer trust and confidence in conducting electronic 
commerce over the Internet.
CPA WebTrust is an electronic commerce assurance service. The 
CPA WebTrust Seal, which is placed directly onto the online 
business’ Web site, is issued to sites that have been shown to be 
in compliance with the CPA WebTrust Principles and Criteria. 
Online customers can click on the Seal and gain access to a CPA- 
issued report about the site. The WebTrust Seal can be issued 
only by CPAs certified to conduct WebTrust engagements. That 
certification is obtained by completing specialized training and 
entering into a licensing arrangement with the AICPA.
Help Desk—Specific information on obtaining WebTrust 
certification can be obtained by calling the AICPA at 
212-596-6146, or by ordering the AICPA Assurance Services 
Alert, CPA WebTrust—1999 (Product No. 022232kk) at 
888-777-7077. In addition, we will soon be publishing a 
Practitioner’s Guide to conducting WebTrust engagements. 
Check with the AICPA for the status of that guide.
Auditing and Attestation Pronouncements and 
Guidance Update
What new auditing pronouncements and other matters do you need to 
be aware of?
For a full listing and description of all new auditing and attesta­
tion standards, read Audit Risk Alert— 1999/2000  (Product No. 
022250kk).
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Practice Alert 98-2, Professional Skepticism and Related Topics
This Practice Alert provides guidance to practitioners in two areas 
that may warrant a relatively high level of professional skepticism 
and attention to audit evidence: (1) the review of nonstandard 
journal entries and (2) the review of original and final versions of 
source documents rather than photocopies or draft versions in 
these two areas. This Practice Alert also provides a comprehensive 
list of previously issued Practice Alerts. Practice Alert 98-2 can be 
obtained at the AICPA Web site on the SEC Practice Section page.
Practice Alert 98-3, Revenue Recognition Issues
This Practice Alert is intended to remind auditors o f certain fac­
tors or conditions that can be indicative of increased audit risk of 
improper, aggressive, or unusual revenue recognition practices, 
and the Practice Alert suggests ways in which auditors may re­
duce the risk o f failing to detect such practices. This Practice 
Alert also refers to professional guidance that addresses the ac­
counting considerations for revenue recognition, and it reminds 
auditors o f their responsibilities to communicate with the board 
of directors and audit committee. This Practice Alert can be ob­
tained at the AICPA Web site on the SEC Practice Section page.
Practice Alert 99-1, Guidance for Independence Discussions with 
Audit Committees
The AICPA has issued Practice Alert 99-1, Guidance fo r Inde­
pendence Discussions with A udit Committees, to assist firms in 
evaluating and enhancing their policies and procedures for 
identifying and communicating with audit committees those 
judgmental matters that may reasonably be thought to bear on 
the auditor's independence. The Practice Alert provides exam­
ples o f certain relationships that may be thought to bear on the 
auditor's independence, safeguards to ensure independence, a 
sample letter to an audit committee, and other implementation 
guidance. Practice Alert 99-1 can be obtained at the AICPA 
Web site on the SEC Practice Section page.
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Practice Alert 99-2, How the Use of a Service Organization Affects 
Internal Control Considerations
This Practice Alert helps auditors consider the guidance in SAS 
No. 70, Reports on the Processing o f Transactions by Service Or­
ganizations (AICPA, Professional Standards, vol. 1, AU sec. 
324), and the implications that a service organization may have 
to their audits. The Practice Alert addresses such topics as 
when the user auditor's planning should consider the guidance 
in SAS No. 70, factors to consider in assessing control risk, 
types o f SAS No. 70 reports, and considerations in using the 
reports. Practice Alert 99-2 can be obtained at the AICPA Web 
site at www.aicpa.org/pubs/cpaltr/index.htm (go to July/Au­
gust CPA Letter).
SAS No. 87 Reminder
SAS No. 87, Restricting the Use o f an Auditor’s Report (AICPA, 
Professional Standards, vol. 1, AU sec. 532), is effective for re­
ports issued after December 31, 1998. You should be alert to 
any SAS No. 87— required changes to reports you may be issu­
ing. In particular, SAS No. 87 modifies the following reports lo­
cated in the AICPA Audit and Accounting Guide A udits o f  
Credit Unions (Guide):
•  Report on Financial Statements Prepared in Conformity 
With a Comprehensive Basis o f Accounting Prescribed 
by the National Credit Union Administration (Guide 
paragraph 15.04)
•  Report on the Application of Agreed-upon Procedures 
Performed in Connection With a Supervisory Commit­
tee Audit (Guide paragraph 15.13)
Proposed Statement on Auditing Standards— Auditing 
Financial Instruments
In June 1999, the Auditing Standards Board (ASB) issued an 
exposure draft o f a proposed SAS titled Auditing Financial In­
struments. The proposed SAS would supersede SAS No. 81,
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Auditing Investments, and provide updated guidance on plan­
ning and performing auditing procedures for financial state­
ment assertions about financial instruments.
The ASB expects to issue a final standard during the first quar­
ter o f 2000.
The exposure draft can be ordered from the AICPA Order De­
partment by requesting product number 800131kk and can be 
downloaded from the AICPA Web site at www.aicpa.org/ 
members/div/auditstd/drafts.htm.
Practice Aid Guidance to Accompany New SAS
We are developing a Practice Aid that will provide guidance on 
how to apply the proposed SAS to assertions about specific 
types o f financial instruments and assertions based on specific 
accounting requirements. Excerpts from and information about 
the Practice Aid are available on the AICPA Web site. We plan 
on publishing the Practice Aid at the same time the ASB issues 
the proposed SAS.
Executive Summary— Auditing and Attestation Pronouncements 
and Guidance Update
• Practice Alert 98-2, Professional Skepticism and Related Topics
•  Practice Alert 98-3, Revenue Recognition Issues
• Practice Alert 99-1, Guidance for Independence Discussions with 
Audit Committees
•  Practice Alert 99-2, How the Use o f a Service Organization Affects 
Internal Control Considerations
•  You should be alert to any SAS No. 87—required changes to re­
ports you may be issuing.
• Proposed Statement on Auditing Standards—Auditing Financial 
Instruments
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Accounting Pronouncements and Guidance Update
What new accounting pronouncements and other matters do you need 
to be aware of?
For a full listing of recently issued accounting standards, read 
Audit Risk Alert— 1999/2000 (Product No. 022250kk).
FASB Statement No. 135, Rescission of FASB Statement No. 75 and 
Technical Corrections
This Statement rescinds FASB Statement No. 75, Deferral o f the 
Effective D ate o f Certain Accounting Requirements fo r  Pension 
Plans o f  State and Local Governmental Units. This Statement 
also amends FASB Statement No. 35, Accounting and Reporting 
by Defined Benefit Pension Plans, to exclude from its scope plans 
that are sponsored by and provide benefits for the employees of 
one or more state or local governmental units.
This Statement also amends other existing authoritative literature 
to make various technical corrections, clarify meanings, or de­
scribe applicability under changed conditions. FASB Statement 
No. 135 is effective for financial statements issued for fiscal years 
ending after February 15, 1999. Earlier application is encouraged.
FASB Statement No. 136, Transfers of Assets to a Not-for-Profit 
Organization or Charitable Trust that Raises or Holds Contributions 
for Others
This Statement establishes standards for transactions in which 
an entity—the donor—makes a contribution by transferring as­
sets to a not-for-profit organization or charitable trust— the re­
cipient organizatio n — that accepts the assets from the donor 
and agrees to use those assets on behalf o f or transfer those as­
sets, the return on investment of those assets, or both to an­
other entity— the beneficiary— that is specified by the donor. It 
also establishes standards for transactions that take place in a 
similar manner but are not contributions because the transfers 
are revocable, repayable, or reciprocal.
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This Statement incorporates without reconsideration the guid­
ance in FASB Interpretation No. 42, Accounting fo r Transfers o f  
Assets in Which a  Not-for-Profit Organization Is Granted Vari­
ance Power, and supersedes that Interpretation. This Statement 
is effective for financial statements issued for fiscal periods be­
ginning after December 15, 1999, except for the provisions in­
corporated from Interpretation 42, which continue to be 
effective for fiscal years ending after September 15, 1996. Ear­
lier application is encouraged.
FASB Statement No. 137, Accounting for Derivative Instruments 
and Hedging Activities-—Deferral of the Effective Date of FASB 
Statement No. 133
FASB Statement No. 137 delays the effective date o f FASB 
Statement No. 133 for one year, to fiscal years beginning after 
June 15, 2000. The delay applies to quarterly and annual finan­
cial statements.
FASB Interpretation No. 43, Real Estate Sales
This Interpretation o f FASB Statement No. 66, Accounting fo r  
Sales o f Real Estate, clarifies that the phrase “all real estate sales” 
includes sales o f real estate with property improvements or inte­
gral equipment that cannot be removed and used separately 
from real estate without incurring significant costs. The Inter­
pretation is effective for all sales o f real estate with property im­
provements or integral equipment entered into after June 30, 
1999.
EITF Consensus Positions
Presented below are recent EITF Issues that may be o f interest 
to CPAs involved in the financial institutions industry. These 
issues are located in the FASB E IT F  Abstracts.
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EITF Issue Number Description/ Title
87-6 (additional consensus) Adjustments Relating to Stock 
Compensation Plans
95-22 (additional consensus) Balance Sheet Classification of Borrowings 
Outstanding under Revolving Credit 
Agreements that Include both a Subjective 
Acceleration Clause and a Lock-Box
Arrangement
98-11 Accounting for Acquired Temporary 
Differences in Certain Purchase 
Transactions That Are Not Accounted 
for as Business Combinations
98-12 Application of EITF Issue No. 96-13, 
“Accounting for Derivative Financial 
Instruments Indexed to, and Potentially 
Settled in, a Company’s Own Stock” , to 
Certain Derivative Financial Instruments 
Issued with Other Instruments
98-13 Accounting by an Equity Method Investor 
for Investee Losses When the Investor Has 
Loans to and Investments in Other 
Securities of the Investee
98-15 Structured Notes Acquired for a Specified 
Investment Strategy
99-1 Accounting for Debt Convertible into the 
Stock of a Consolidated Subsidiary
99-2 Accounting for Weather Derivatives
99-3 Application of EITF Issue No. 96-13, 
“Accounting for Derivative Financial 
Instruments Indexed to, and Potentially 
Settled in, a Company’s Own Stock”, to 
Derivative Instruments with Multiple 
Settlement Alternatives
99-6 Impact of Acceleration Provisions in 
Grants Made Between Initiation and
Consummation of a Pooling-of-interests 
Business Combination
99-7 Accounting for an Accelerated Share 
Repurchase Program
99-9 Effect of Derivative Gains and Losses on 
the Capitalization of Interest
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Other Technical Matters
Appendix D  of the EITF Abstracts contains the discussion by the 
EITF of technical matters that have long-term relevance and do 
not relate specifically to a numbered EITF issue. Recent technical 
matters that may relate to financial institutions include—
• D-77, Accounting fo r Legal Costs Expected to Be Incurred 
in Connection with a  Loss Contingency.
•  D-78, Accounting fo r  Supervisory Goodwill Litigation  
Awards or Settlements.
•  D-79, Accounting fo r  Retroactive Insurance Contracts 
Purchased by Entities Other Than Insurance Enterprises.
•  D-80, Application o f FASB Statements No. 5  and No. 114  
to a  Loan Portfolio.
•  D-81, Accounting fo r  the Acquisition o f  Consolidated 
Businesses.
New Sample Financial Statements
The May 1, 1999, edition of the AICPA Audit and Accounting 
Guide Banks an d  Savings Institutions (Guide) contains com­
pletely new illustrative financial statements. These financial 
statements provide CPAs with a valuable example of how banks 
and savings institutions should present and disclose financial in­
formation. In addition, the illustrative financial statements reflect 
the application o f Articles 3 ,  3A, 4, and 9 of SEC Regulation S-X.
Proposed SOP— Accounting for Discounts Related to Credit Quality
FASB Statement No. 91, Accounting fo r Nonrefundable Fees and  
Costs Associated with Originating or Acquiring Loans and Initial 
Direct Costs o f Leases, requires that discounts be recognized as an 
adjustment o f yield over an instrument's life. Practice Bulletin 
(PB) 6, Amortization o f Discounts on Certain Acquired Loans, 
further addresses accretion of discounts on certain acquired loans, 
which involves intertwining issues o f accretion of discount, mea­
surement o f credit losses, and recognition o f interest income.
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This project considers whether PB 6's objectives and guidance 
continue to be relevant given a number of FASB pronouncements 
issued subsequent to PB 6 to address various related issues.
Go to the AICPA Web site's AcSEC Update page for more in- 
depth information about the issues that the project addresses.
A final SOP is expected to be issued during the first quarter of
2000 .
Proposed Elimination of Pooling-of-interests Accounting
The FASB has issued a proposal for public comment that 
would, among other things, eliminate the pooling of interests 
method o f accounting for business combinations. The FASB 
tentatively decided that using the purchase method is preferable 
to allowing more than one method to be used when businesses 
combine. The change will be effective for business combina­
tions initiated after the FASB issues a final standard on the is­
sues, which is expected to be late in 2000.
The financial institutions industry could be significantly af­
fected by FASB's tentative decision to eliminate the pooling of 
interests method. That method o f accounting for business com­
binations has fueled the recent merger boom in the industry. 
Some in the financial institutions industry believe that many 
mergers, which make economic sense, will not occur if pooling 
o f interests is eliminated.
For information on this issue, visit the FASB’s Web site at 
www.fasb.org.
Executive Summary— Accounting Pronouncements and Guidance 
Update
•  FASB Statement No. 135, Rescission o f FASB Statement No. 75 and 
Technical Corrections
• FASB Statement No. 136, Transfers o f Assets to a Not-for-Profit Or­
ganization or Charitable Trust that Raises or Holds Contributions 
for Others
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•  FASB Statement No. 137, Accounting for Derivative Instruments 
and Hedging Activities—Deferral o f the Effective Date o f FASB 
Statement No. 133—an amendment of FASB Statement No. 133
• FASB Interpretation No. 43, Real Estate Sales
• The AICPA Audit and Accounting Guide Banks and Savings Insti­
tutions contains completely new illustrative financial statements.
• Proposed SOP—Accounting for Discounts Related to Credit Quality
• The FASB has issued a proposal for public comment that would 
eliminate the pooling-of-interests method of accounting for busi­
ness combinations.
Places to Find Additional Guidance
What are some organizations that provide information about the industry?
Further information on matters addressed in this Audit Risk 
Alert is available through various publications and services 
listed at the end o f this document. Many nongovernment and 
some government publications and services involve a charge or 
membership requirement.
Fax services allow users to follow voice cues and request that se­
lected documents be sent by fax machine. Some fax services re­
quire the user to call from the handset o f the fax machine, 
others allow the user to call from any phone. Most fax services 
offer an index document, which lists titles and other informa­
tion describing available documents.
Many private companies, professional and trade associations, 
and government agencies allow users to read, copy, and ex­
change information electronically through the Internet.
Recorded announcements allow users to listen to announce­
ments about a variety o f recent or scheduled actions or meetings.
This Audit Risk Alert replaces the Depository Institutions and  
Lending Industry Developments— 1998/99 Audit Risk Alert.
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Help Desk—Practitioners should also be aware of the eco­
nomic, industry, regulatory, and professional developments de­
scribed in the general Audit Risk Alert—1999/2000 (Product 
No. 022250kk) and Compilation and Review Alert—1999/2000 
(Product No. 022240kk), which may be obtained by calling the 
AICPA Order Department at 888-777-7077.
The Depository Institutions and Lending Industry Developments 
Alert is published annually. As you encounter audit or industry 
issues that you believe warrant discussion in next year's Alert, 
please feel free to share those with us. Any other comments that 
you have about the Alert would also be appreciated. You may 
email these comments to RDurak@aicpa.org, or write to:




Jersey City, NJ 07311-3881
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